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regulations concerning physician
direction of concurrent anesthesia
procedures while a physician is
checking and discharging patients in the
recovery room. We included the effect
of these regulations in our analysis
published in the March 1983 rule (48 FR
8943).

C. Information Collection Requirements

This final rule does not contain
information collection requiremenis that
are subject to Executive Office of
Management and Budget review under
the Paperwork Reduction Act of 1980,
Pub. L. 96-511.

List of Subjects in 42 CFR Part 405

Administrative practice and
procedure, Certification of compliance,
Clinics, Contracts (agreements), End-
stage renal disease [ESRD), Health care,
Health facilities, Health maintenance
organizations (HMO), Health
professions, Health suppliers, Home
health agencies, Hospitals, Inpatients,
Kidney diseases, Laboratories,
Medicare, Nursing homes, Onsite
surveys, Outpatient providers, Reporting
requirements, Rural areas, X-rays.

(Secs. 1102, 1814(b), 1815, 1832, 1833(a),

1842(b), 1861(b), 1861(v), 1871, 1881, 1886, and
1887 of the Social Security Act, 8s amended

(42 U.S.C. 1302, 1365([b). 1395¢, 1305k,
13951(a), 1395ufb}, 1395x(b), 1395x{v). 1395hh
1395¢r. 1395ww, and 1395xx))
{Catalog of Federal Domestic Assistance
Program No, 13.773, Medicare—Hospital
Insurance Program, No. 13.774, Medicare—
Supplementary Medical Insurance Program)
Dated: August 17, 1883.
Carolyne K. Davis,
Administrator, Health Care Financing
Administration.
Approved: August 25, 1983,
Margaret M. Heckler,
Secretary.
{FR Doc, 83-2300 Filed 6-31-81: 845 am)
BILUING CODE 4120-03-M
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Part III
Department of

Health and Human
Services

Health Care Financing Administration

Medicare Program; Schedule of Target
Rate Percentages for Limits on the Rate
of Hospital Cost Increases and Updating
Factors for Transition Prospective
Payment Rates; Interim Final Notice With
Comment Period.
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DEPARTMENT OF HEALTH AND SUPPLEMENTARY INFORMATION: Pub. 15-1), and also publish the updated
HUMAN SERVICES percentages in an appropriated Federal

Health Care Financing Administration

Medicare Program; Schedule of Target
Rate Percentages for Limits on the
Rate of Hospital Cost Increases and
Updating Factors for Transition
Prospective Payment Rates

AGENCY: Health Care Financing
Administration (HCFA), HHS.

ACTION: Interim final notice with
comment period.

SUMMARY: This interim notice sets forth
target rate percentages needed to limit
the rate of increase of hospital inpatient
operating costs and related updaling
factors for use in computing the
hospital-specific portions of transition
payment rates under the prospective
payment system. The notice also
explains which hospitals are subject to
the ceiling on the rate of hospital cost
increases (as established by the Tax
Equity and Fiscal Responsibility Act of
1982, and amended by the Social
Security Amendments of 1983), and
describes how the calendar year target
rate percentages are applied to cost
reporting periods that span two calendar
years.

EFFECTIVE DATE: See the text of this
notice for an explanation of the
application of these large! rate
percentages to particular cost reporting
periods.

COMMENT DATE: To assure
consideration, comments should be
received by October 16, 1983.
ADDRESS: Address comments in writing
to: Health Care Financing
Administration, Department of Health
and Human Services, Attention: BERC-
264-FNC, P.O. Box 26676, Baltimore,
Maryland 21207,

In commenting, please refer to BERC~
264-FNC,

If you prefer, you may deliver your
comments to Room 308-G Hubert H.
Humphrey Building, 200 Independence
Ave., SW., Washington, D.C., or to
Room 132, East High Rise Building, 6325
Security Boulevard, Baltimore,
Maryland.

Comments will be available for public
inspection as they are received,
beginning approximately three weeks
after publication, in Room 309-G of the
Department's offices at 200
Independence Ave., S.W., Washington,
D.C. 20201, on Monday through Friday of
each week from 8:30 a.m. to 5:00 p.m.
(200-245-7890).

FOR FURTHER INFORMATION CONTACT:
Terence Skelly, (301) 594-9343.

L. Background

Section 101(a)(1) of the Tax Equity
and Fiscal Responsibility Act of 1882, or
TEFRA (Pub. L. 97-248, enacted
September 3, 1982), added two new
sections 1886(a) and 1886(b) to the
Social Security Act (the Act),
supplementing section 1861(v) of the Act
by providing for a limit on the amount of
inpatient operating cost per discharge
and a new three-year control on the rate
of increase of operating costs of
inpatient hospital services. (This rate of
increase limit is separate and different
from the type of limit established under
section 1861(v) (as amended by section
223 of Pub. L. 92-603) and section
1886(a), which were applied to the level
of costs, rather than to their rate of
increase.) This new provision requires
that we establish a ceiling on the rate of
increase of operating costs per case for
inpatient hospital services and provides
for both incentive payments for
hospitals that keep their cost below the
target, and a reduction in the amount of
reimbursement for hospitals that incur
costs greater than the target.

On September 30, 1982, we published
interim final regulations (47 FR 43282)
implementing section 1886(b) of the Act
for hospital cost reporting periods
beginning on or gfter October 1, 1982 (42
CFR 405.463). The interim rules had a 60-
day comment period, ending November
29, 1982, during which we received
approximately 100 comments on the
regulations.

As a result of review of comments on
and further analysis of the interim
regulations, we published final
regulations making certain amendments
to the interim rules and establishing
them as permanent program regulations
(FR Doc. 83-23800, Part V of the issue of
August 30, 1983). In those final rules, we
amended the interim rate of increase
regulations (42 CFR 405.463) in two
ways. First, we excluded certain kidney
acquisition costs from those inpatient
operating costs subject to the rate of
increase ceiling. Second, we decided to
revise the method of updating and
providing notice of target rate
percentages included in the interim
regulations. Instead of requiring
intermediaries to use the most recent
percentage published in the annual cost
limits notice, we decided to publish
appropriate percentages quarterly.
Those amendments provided that
intermediaries use the most recent
percentage available as of the close of
the hospital’s cost reporting peried, and
that HCFA publish revised market
baskel percentages each quarter in the
Provider Reimbursement Manual (HCFA

Register notice.

However, amendments to section
1886(b) made by Title VI of Pub. L. 98-
21, enacted April 20, 1983, which also
established the prospective payment
system, require us to further amend the
regulation on the rate of increase ceiling.

We are implementing the amendments
made to section 1886{b) by section 601
of Pub. L. 98-21 by amending our
regulations at 42 CFR 405.463 as part of
the conforming changes made in the
interim rules implementing the
prospective payment system, published
elsewhere in this issue of the Federal
Register, The changes are as follows:

* We are deleting all references to the
inapplicability of the rate of increase
limits to cost reporting periods
beginning on or after October 1, 1985.
Section 405,463 will now apply .
indefinitely (section 1886(b}{2) of the
Act, as repealed by section 601(b)(4)).

* We are clarifying the costs subject
to the ceiling, specifying that for cost
reporting periods beginning on or after
October 1, 1983, capital-related costs
{including the return on equity which is
treated like a capital-related cost), and
the direct costs of approved medical
education programs will be excluded
from the ceiling (sections 1886(a)(4) and
(b)(4)(A) of the Act, as amended by
sections 601(a)(2) and 601(b)).

* Hospitals must treat such costs
consistently with treatment in their base
period.

« We are providing for adjustment of
base period costs to account for FICA
taxes incurred by a non-profit hospital
that had not incurred such taxes for all
its employees in its base period (section
1886(b)(6) of the Act, as amended by
section 601(b)(9)).

« Hospitals engaged in kidney
transplantation encounter a unique set
of circumstances with respect to their
cost experience because of special
provisions of the law applicable to end
stage renal disease (ESRD). Kidney
acquisition costs are reimbursed
pursuant to section 1981 of the Act,
under which the Secretary reimburses:
{1) the hospital for obtaining kidneys
from Organ Procurement Agencies
(OPA) in amounts not to exceed the
costs incurred by OPAs and
histocompatability laboratories; and (2)
the reasonable expenses incurred by an
individual donor. In view of the unique
characteristics of organ procurement
activities and the desirability of
maintaining an adequate supply of
kidneys, certain kidney acquisition cos!s
will not be subject to the rate of
increase control.
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* We are providing that the target
rate percentages by which target
amounts will be determined will be
established prospectively and published
in a quarterly Federal Register notice.
Target rate percentages will still be
prorated for cost reporting periods that
span portions of two calendar years.
Further, we have made it explicit in the
regulations that we will apply the
appropriate targel rate percentage
prospectively, and will not retroactively
adjust the prospectively sel turget rate
percentages if the actual increase in the
market basket differs from the
prespective estimate.

Il. How the Rate of Increase Ceiling
Works

The regulations, as amended,
establish a target rate percentage
system to be applied to control the rates
of increase of total hospital inpatient
operating costs per cuse effective for 12-
month cost reporting periods beginning
on or after October 1, 1982 (see our
regulations at 42 CFR 405.463(b)). The
lurget rate percentage equals the market
basket index plus one percentage point,
In the first year, this target rate
percentage will be applied to each
hospital's allowable inpatien! operating
cost per discharge for its immediately
preceding cost reporting period
{§ 405.463(c)). In the case of a hospital
whose first reporting period subject to
the rate-of-increase control begins
October 1, 1982, the target rate
percentage would be applied to the
allowable inpatient operating cost per
discharge for the period beginning
October 1, 1981. The resulting amount
will be that hospital's target amount for
inpatient operating cost per discharge in
the first cost reporting period subject to
this provision [§ 405.463(b)). The rules
provide that in each subsequent cost
reporting period, the target amount will
be computed by applying the applicable
turget rate percentage to the previous
period’s target amount
(§ 405.463(c){4)(ii).

If a hospital's costs in a subject cost
reporting period are below its targel
amount, we will pay the hospital its
actual costs per case plus the lower of
50 percent of the difference between the
hospital's cost per case and the target
amount, or 5 percent of the target
amount. If a hospital’s cost in a subject
period is higher than its target amount,
we will pay, in the first two vears, the
target amount plus 25 percent of the
excess costs, and, in the third year, the
larget amount (§ 405.463(d)). For periods
beginning on or after October 1, 1982
and before October 1, 1983, the
maximum payment is limited by the
IEFRA limits on total inpatient

aperating cost established under section
1886(a).

New hospitals, risk-basis health
maintenance organizations, and
hospitals paid under the prospective
payment system are exempt from the
rate of increase celling (§ 405.463(f)). A
hospital subject to the ceiling may
request an exception to it on the basis of
a change in case mix or extraordinary
circumstances that are beyond the
hospital's control and which have
substantial cost effects (§ 403.463(g)).
The ceiling will not apply to a cost
reporting period of less than 12 months
that occurs along with a change in
operations of the facility as a result of
changes in ownership, merger or
consolidation (§ 405.463(b)(3)). In
addition, HCFA may adjust a hospital's
cost per case to take into account
factors, such as a decrease in the
inpatient hospital services, that would
otherwise distort the comparison of
costs between reporting periods
(§ 405.463(h)).

I11. Hospitals Subject to the Rate of
Increase Ceiling

Under the rules implementing TEFRA,
only new hospitals and risk-basis health
maintenance organizations (HMOs)
were exemp! from the rate of increase
ceiling. All other hospitals participating
in Medicare were subject to this new
limit on inpatient operating costs for
cost reporting periods beginning on or
after October 1, 1982,

Under Pub, L. 98-21, most
participating short-term acute care
hospitals will be paid under the
prospective payment system and will
not be subject to the rate of increase
ceiling for cost reporting periods
beginning on or after October 1, 1983.
Rather, this celling will apply to
hospitals and hospital units (that is,
distinct part psychiatric and
rehabilitation units) that are excluded
from the prospective payment system
and paid on a reasonable cost basis
under our regulations at 42 CFR Part 405,
Subpart D. The criteria for identifying
these hospitals and units are.set forth in
the interim regulations published

- elsewhere in this issue. at § 405.471(c).

In summary, the following classes of
hospitals will be subject to the rate of
increase ceiling for cost reporting
periods beginning on or after October 1,
1083:

* Psychiatric hospitals;

* Rehabilitation hospitals;

* Psychiatric and rehabilitation
distinct part units;

* Children's hospitals;

* Long-term hospitals; and

* Hospitals outside the 50 States and
the District of Columbia (for example,
Puerto Rico).

IV. Inpatient Operating Costs Subject to
the Rate of Increase Ceiling

The rate of increase ceiling applies to
operating costs incurred by a hospital in
furnishing inpatient hospital services.
These operating costs include the
operating costs related to routine
services, such as nursing services and
room and board, ancillary services, and
special care units.

For cost reporting periods beginning
on ar after October 1, 1982 and before
October 1, 1984, inpatient operating
costs exclude capital-related costs, the
direct costs of medical education,
malpractice insurance costs, and certain
costs of kidney acquisition. However,
section 601(a)(2) of Pub. L. 98-21
amended section 1886(a)(4) of the Act,
which defines inpatient operating costs,
effective for cost reporting periods
beginning on or after October 1, 1983.
For those cost reporting periods, costs
excluded from operating costs are
capital-related costs, direct medical
education costs, and certain kidney
acquisition costs, A new regulation
section describing capital-related costs
is included in the interim rules
implementing the prospective paymen!
system, al § 405.414. Those interim rules
also amend the regulations describing
direct medical education costs, at
§ 405.421, as explained in the preamble
to the interim rules,

V. Application of Target Rate
Percentages

As mentioned above, we are,
beginning with this notice, publishing
quarterly notices of target rate
percentages. Each of these notices will
include tables (see below) of target rate
percentagers set at the market basket
index plus one percentage point, in
accordance with section 1886(b)(3)(B) of
the Act. The market basket index is an
estimate of the annual rate of increase
in the costs of certain goods and
services used by hospitals in the
production of inpatient care. The items
and services used in the market basket
index have been selected and weighted
to reflect the effect that general price
changes have on hospital inpatient
operating costs.

The caloulation of the market basket
index is explained in the interim rules
on prospective payment. We have
revised the market basket index to take
into account the inclusion of malpractice
insurance among inpatient operating
costs. For administrative simplicity, and
because the minimal increase in the
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market basket estimates resulting from
this change will not disadvantage any
hospitals, we have decided to use the
same market basket index for all cost
reporting periods subject to this notice.

When a hospital's cost reporting
period spans two calendar years (i.e.,
begins in one calendar year and ends in
another), the hospital's target rate
percentage will be determined by
prorating the applicable percentages for
the calendar years the period spans.

For 12-month cost reporting periods
beginning on or after October 1, 1982,
and before October 1, 1883, the
applicable target rate precentages will
be taken from the notice published for
the quarter in which the hospital's cost
reporting period ends. Thus, the
percentages published in this notice will
be used to determine the rate of increase
ceilings for hospital cost reporting
perlods ending on or after September 30,
1983 and before January 1, 1984. These
percentages will not be adjusted later if
the actual rates of increase differ from
the market basket estimates.

Cost reporting periods of other than 12
months that do not occur along with a
change in operations of the facility as a
result of changes in ownership, merger,
or consolidation, are subject to the rate
of increase limit. In such cases, the
applicable target rate percentage must
be obtained from HCFA. We will adjust
the target percentage rate to reflect
fewer months in the case of a short
reporting period, using a monthly factor
corresponding to the annual percentage
rate and apply the ceiling. (We will also
use such a monthly factor to make
adjustments for cost reporting periods
longer than 12 months.)

As noted above, Pub. L. 98-21
specified that, effective for cost
reporting periods beginning on or after
October 1, 1983, the target rate
percentages must be established
prospectively. Therefore, the target rate
percentages published in this notice will
also be applied to 12-month cost
reporting periods beginning on or after
October 1, 1983 and before January 1,
1984. Again, these percentage rates will
not be revised later based on actual
market basket experience.

A hospital's intermediary will prorate
the appropriate calendar year
percentages from Table A to determine
the target rate percentage for a hospital
with a cost reporting period that spans
two calendar years. The intermediary
will compute a prorated target rate
percentage as follows;

1. The intermediary will determine the
number of months in each calendar year

covered by the hospital’s cost reporting
period.

2. The number of months for each
calendar year will be divided by twelve
and multiplied by the applicable target
rate percentage for that year.

3. The two resulting percentages are
added, yielding the hospital's target rate
percentage for that cost reporting period.

Example A: Hospital A has s cost reporting
perfod beginning October 1, 1982 and ending
September 30, 1983, Therefore, there are 3
months of the period in 1882 and 9 months of
the period in 1983,

The applicable calendar year taiget rate
percentages are:

1082 10.3 {0.103)
1963 7.2 (0.072)

Hospital A's rate percentage is calculated
as follows:

(3 x0108) (9x0.072)
= 80N
12 12
Example B:

Hospital B has a cost reporting period
beginning November 1, 1983 and ending
QOctober 31, 1984, Therefore, there are 2
moenths of the period in 1983 and 10 in 1984,

The applicable calendar year target rate
percentages are:

1983 7.2 (0.072)
1964 6.8 (0.068)

Hospltal B's target rate percentage is
calculated as follows:

(2x0.072) (10<0.008)
12 12

= 09%

Note that in Example A, in which the
cost reporting period begins before
October 1, 1983, the resulting percentage
will be applied retrospectively. In
Example B, the resulting percentage will
be applied prospectively, since the cost
reporting period begins after October 1,
1983,

VL Updating Factors for Det
Transition Payment Rates Under the

Prospective Payment System

The preamble to the interim final rules
implementing the prospective payment
system established by Title VI of Pub. L.
88-21 and amending the regulations
governing the rate of increase ceiling,
which are published elsewhere in this
issue of the Federal Register, explains
how prospective payment rates during
the initial three-year transition period
will be determined using a blend of
Federal prospective payment rates
(based on standardized payment
amounts) and rates based on each

hospital's cost experience. The hospital-
specific portion of the transition
payment rates will be based on per case
target amounts computed generally in
the same way as are amounts for
hospitals subject to the rate of increase
ceiling. This computation is described in
the interim regulations published
elsewhere in this issue at 42 CFR
405.474. The differences will be that, for
hospitals paid under the prospective
payment system:

* The target amounts will be
standardized to take a hospital's
historical case mix into account;

* The case-mix adjusted base year
costs will ba reduced to take into
account outlier payments; and

* The applicable updating factors will
be based on the rate of increase target
rate percentage as adjusted for budget
neutrality, in accordance with section
1886(e)(1)(A) of the Social Security Act.

Therefore, for cost reporting periods
beginning on or after October 1, 1983,
we are publishing in Table B, below,
updating factors for computing the
hospital-specific portion of fransition
period prospective payment rates. The
updating factors are computed by
adjusting the calendar year larget rate
percentages by an actuarily estimated
factor, This adjustment is necessary to
implement the budget neutrality
provisions of the statute. The factor is
computed to ensure that the estimated
amount of aggregate Medicare payments
made based on the hospital-specific
portion of the transition payment rates
for Federal fiscal year 1984 is neither
greater nor less than 75 percent of the
payment amounts that would have been
payable for the inpatient operating cos(s
incurred by those same hospitals for
fiscal year 1984 under the Social
Security Act as it was in effect on April
19, 1983,

VIL Tables of Target Rate Percentages
and Hospital-Specific Portion Updating
Factors

TABLE A.—TARGET RATE PERCENTAGES
{ 0 10 e rato of increas)
Applicatio 1o hosptals l\bpt.li

market Dashet Target rav
Calendar yoor Incax Mi"
{porount) *
1982 .. 23 ¢
. 62 2
58 68
62 2

 This markot basket indax includes malpractice inswriod
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TNB.—UPDAMFACTORS
twhmmuwmm
systam)

oo

143570
1.15285
112081
112058
1.12058
112658
1.12658
1.12658
112658
112658
1.12658
1.12658

1 base yoar cost
reporing penod ends

And first cost
PONOd under

Sept 30, 1982 .. ..|
QoL 31, %82 |
Nov. 30, 1982
Dec 31, 1082 .| —— o
Jon 3, 1083 Jun 3, 1985
N W1 < S——
Mar 31, 19683
Ax. 30, 1988 |
May 31, 1963
June 30, 1989 ..}
P R AR E— T R N [ S
Ag 31,9083 . Aug 91,1005

‘fa base yoar cost reporting period onds on &
date Othwr &s spoched above, the tecal ntermodary
wi contact HCFA for the appropriate factoe.

VIIL Impact Analysis

Executive Order 12291 requires us to
prepare and publish a regulatory impact
analysis for any regulations that are
likely to have an annual effect on the
economy-of $100 million or more, cause
& major increase in costs or prices, or
meet other threshold criteria that are
specified in that order, In addition, the
Regulatory Flexibility Act (Pub. L. 96-
334) requires us to prepare and publish a
regulatory flexibility analysis for
regulations unless the Secretary certifies
that the regulations will not have a
significant economic impact on a
substantial number of small entities,
(For purposes of the Regulatory
Flexibility Act, small entities include all
nonprofit and most for-profit hospitals.)
Under both the Executive Order and the
Regulatory Flexibility Act, such
analyses must, when prepared, show
that the agency issuing the regulations
has examined alternatives that might
minimize unnecessary burden or
otherwise ensure the regulations to be
cost-effective.

Although this notice implements two
regulatory provisions, its primary
purpose is to publish the target rate
percentages for purposes of determining
the rate-of-increase ceiling for hospitals
subject to our regulations at 42 CFR
405.463. The effect of the updating
ictors used to determine the hospital-
specific portion of transition payment
rates under the prospective payment
System is included in the cost and
‘mpact estimates of the impact analysis
of the interim rules implementing that
system. Therefore, In this section, we
address only the rate of increase ceilinp
provisions implemented through this
notice,

In previous documents implementing
the rate of increase celling, we noted
that although the estimated effect of the
t2te of increase ceiling clearly exceeded
the $100 million annual threshold of the
Executive Order, we determined that

impact to be caused by section 1886(b)
of the Social Security Act, rather than
by our regulations, now codified at 42
CFR 405.463. (See interim rules at 47 FR
43282, published September 30, 1982 and
final rules in FR Doc. 83-23800, Part V of
the issue of August 30, 1983. With the
implementation of the prospective
payment system, the rate of increase
ceiling will be applied to many fewer
hospitals, since hospitals paid on a
prospective rate basis are not subject to
the ceiling. Further, our prior estimates
for the rate of increase ceiling were
stated as savings in addition to savings
achieved by the hospital cost limits,
which will not apply to cost reporting
periods beginning on or after October 1,
1883,

As established under TEFRA, the rate
of increase ceiling was expected to
substantially reduce Medicare
expenditures for inpatient hospital
services, resulting, according to our re-
estimate in February 1983, in savings for
the Part A Trust Fund of $480 million in
Fiscal Year 1883 and $780 million in
Fiscal Year 1884. However, nearly all of
these savings were the result of the
effect of the ceiling on hospitals that will
be subject to the prospective payment
system. This notice will not result in a
change of Fiscal Year 1983 savings, or
savings related to cost reporting periods
phased in during Fiscal Year 1983,
However, due to the implementation of
the prospective payment system, the
rate of increase ceiling will apply to only
a very small proportion of Medicare
expenditures for inpatient hospital
services furnished in cost reporting
periods beginning on or after October 1,
1983,

We estimate that only about two
percent of such expenditures have been
made historically lo hospitals that will
be excluded from the prospective
paymen! system. However, we have not
previously collected special data on
these groups of hospitals, and cannot
determine whether their rates of cost
increase have been similar to those of
hospitals as a whole. It is possible that
their costs have increased significantly
less rapidly than those of short-term
acute-care hospitals. If this is so, then
the rate of increase ceiling may have
little effect on them. In any event, the
savings attributable directly to the rate
of increase ceiling will be much smaller
than would have been attributed to the
ceiling if the prospective system had not
been established.

Any savings would be the direct result
of implementation of section 1886(b),
which clearly specifies the major
features of the rate of increase ceiling.
The discretionary features with respect

to the ceiling, such as the decision to
publish updated target rate percentages
quarterly, will not have an impact of
$100 million or more, or meet the other
threshold criteria of the Executive
Order. Therefore, we have determined
that this notice is not a major rule and
that a regulatory impact analysis is not
required.

For similar reasons, we have
determined, and the, Secretary certifies,
under the Regulatory Flexibility Act,
that this notice will not, in itself, result
in a significant economic impact on a
substantial number of small entities.

Nearly all hospitals participating in
Medicare will, as a result of
implementation of section 1886 of the
Social Security Act, be subject to the
rate of increase ceiling, the prospective
payment gystem, or a State cost control
system. As regards the rate of increase
ceiling, we have exercised discretionary
authority affecting the impact on small
entities primarily in developing criteria
for excluding certain hospitals from the
prospective payment system. However,
the categaries for which we developed
such criteria are prescribed by statute
(section 1886{d)(1)(B)), and we do not
believe that our criteria have resulted in
subjecting a substantial number of
hospitals to the rate of increase ceiling
that would otherwise have been subject
to the prospective payment system.
Since the impact of the ceiling is
attributable to the effect of the statute,
rather than our regulations, we have
determined that a regulatory flexibility
analysis is not required.

IX. Other Required Information

A. Public Comments on This Interim
Notice

Because the updating factors included
in this notice will be used to implement
interim rules published elsewhere in this
issue of the Federal Register, this notice
must be published on an interim basis

~also. We are providing a 45-day
comment period on both this interim
notice and the interim rules
implementing the prospective payment
system. We expect to respond to
comments on those rules and this notice
in the final rules on prospective
payment. Because this is the first of a
series of notices that we plan to publish
quarterly, those final rules and
responses lo comments on this notice
may nol be published before the next
quarterly notice. Quarterly notices will
be published on an interim basis until
final rules on the prospective payment
system are promulgated.

Because of the large number of
comments we receive, we cannot
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acknowledge them individually.
Although the target rate percentages and
updating factors published in this
interim notice will take effect as
described above before the close of the
comment period on {45 days from date
of publication), we will review all
comments received by that date and
respond to them in a future publication.

B. Poperwork Reduction Act

This final notice with comment period
does not contain information collection
requirements that are subject to review
by the Executive Office of Management
and Budget under the Paperwork
Reduction Act of 1860 (Pub. L. 96-21).

C. Waiver of Prior Public Cormment
Period and 30-Day Delay in-Effective
Date

The Administrative Procedure Act (5
U.S.C. 553) provides for a period of
public comment and for a 30-day delay
in the effective date of rulemaking
documents, unless there is good cause to
waive the requirements.

The target rate percentages and
updating factors published in this
interim notice are necessary for three
Purposes:

* To compute appropriate rate of
increase ceilings under our regulations
at 42 CFR 405463 for hospital cost
reporling periods ending during the
quarter from September 30. 1883 through
December 31, 1983;

* To compute appropriate rate of
increase ceilings under § 405.463 for
hospital cost reporting periods beginning
on or after October 1, 1983 and before
January 1, 1983, and

* To update the cost data used to
determing the hospital-specific portion
of transilion payment rates under the
prospective payment system.

The first purpose requires a
refroactive application of percentages to
cost reporting periods beginning as long
ago as October 1, 1982, As explained

above, we provided in the final rules
concerning the rate of increase limit {FR
Doc. 83-23800, Part V of the issue of
Augus! 30, 1983) that we would publish
quarterly notices of target rate
percentages. The purpose of quarterly
publication is to ensure the availability
of timely and accurate estimates. Less
frequent publication {for example,
annual notices of percentages. as
originally provided under the interim
rules published September 30, 1882)
would result in accidental acerual of
unintended and unnecessary advantages
or disadvantages to affected hospitals,
depending on how their cost reporting
periods related to the publication
schedule and how the percentages
varied. Therefore, although generally
there are no other changes in the
methodology by which target rate
percentages are derived, we have
decided to publish revised estimates as
often as feasible. (The basis for
retroactive application of these
estimates is explained more fully in the
final rules concerning the rate of
increase limit referred to above.)

Regarding the updating factors,
section B04(c) of Pub. L. 88-21 provides
that we must publish interim regulations
and rates implementing the prospective
payment system no later than
September 1, 1983. These updating
factors are necessary for the calculation
of the transition payment rates that we
will pay during the first year of that
payment system.

Similarly, since the methodology used
to compute the rates of increase
confained in this notice is essentially the
same as provided in the original interim
rate of increase rules, we believe it
would be inappropriate to use a
different, outdated, and less accurate
market basket estimate to compute rate
of increase ceiling target amounts for
cost reporting periods already begun. 1f
we were required to submit the rates of
increase for public comment and to

provide a delayed effective date. the
alternative to vsing these quarterly
estimates would be to use the market
basket estimate published September 30
1982 for all cost reporting periods
beginning before October 1, 1883.

To summarize, section 604{a) of Pub
L. 98-21, enacted on April 20, 1983,
provides that the prospective payment
system, o which this notice conforms
and which it in part implements, is
effective for cost reporting periods
beginning on or after October 1, 1983, In
addition, section 604(c) of Pub, L. 88-21
mandates that final rules 1o implement
the prospective payment system be
published in the Federal Register by
September 1, 1883 without the benefit of
a prior period for public comment.

For the reasons stated above, and in

view of the time frames for
implementation of the prospective
payment system required by Pub, L. 05-
21, we believe that it is not practicable
necessary, or in the public interest to
publish this notice as a proposal for
public comment or to provide for a delay
in the effective date. However, we are
offering an opportunity for comment on
both this interim notice and the interim
rules implementing the prospective
payment system, including the
amendments to the regulations
governing the rate of increase ceiling.
(Secs. 1102, 1871, and 1886(b) and, (d) of the
Social Security Act (42 U.S.C. 1302. 1305hb
and 1305ww(b) and (d); 42 CFR 405.463 and
405.474)
(Catalog of Pederal Domestic Assistance
Program No. 13.773, Medicare-Hospital
Insurance)

Dated: August 17, 1983,

Carolyne K. Davis,
Administraton, Health Care Financing
Administeation,

Approved: August 25, 1963,
Margaret M. Hockler,
Secretary.

[FR Doc. 83-238%0) Filed 8-31-45 €45 am|
BILLING CODE 4120-03-M
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DEPARTMENT OF HEALTH AND and Human Services, Attention: BERC- d. Children's Hospitals
HUMAN SERVICES 263-IFC, Room 132, East High Rise e, Long-term Hospitals

Health Care Financing Administration
42 CFR Parts 405, 408, and 489

Medicare Program; Prospective
Payments for Medicare Inpatient
Hosplital Services

AGENCY: Health Care Financing
Administration (HCFA), HHS.

ACTION: Interim final rule with comment
period.

suMMARY: This interim final rule sets
forth the revised conditions and
procedures for making Medicare
payments to hospitals for inpatient
services, effective with cost reporting
periods that begin on or after October 1,
1883. It also contains certain provisions
effective on October 1, 1963 for all
providers. This rule is needed to
implement the Social Security
Amendments of 1983 (Pub, L. 98-21),
which change the method of payment for
inpatient hospital services from a cost-
based, retrospective reimbursement
system to a diagnosis specific
prospective payment system. The new
system will be phased in over a three-
year period and is primarily intended to
provide incentives to hospitals to
manage their operations in & more cost-
effective manner, The attached
addendum sets forth the schedule of
standardized amounts and relative
weights applicable for cost reporting
periods beginning on or after October 1,
1983 and before October 1, 1984,
DATES: Effective Date: In general, these
regulations are effective on October 1,
1683. They will be applied with cost
reporting periods beginning on or after
October 1, 1983, with the following
exceptions. The amendments to
§8§ 405.310(m), 489.21, and 489.23 will be
applied for services furnished on or after
October 1, 1983 irrespective of cost
reporting periods. The amendments to
§ 405.429 will be applied for cost
reporting periods beginning on or after
April 20, 1983. The amendments to
§ 405.455 will be applied for cost
reporting periods beginning on or after
October 1, 1982. The amendments to
§§ 405.1837, 405.1841, and 405.1877
concerning group appeals will be
applied as of April 20, 1983. The
amendments to § 405.453(f)(3) are
effective September 1, 1983,

Comment Date: To assure
consideration, comments should be
received by October 17, 1983,

ADDRESS: Address comments in writing
to: Health Care Financing
Administration, Department of Health

Building, 6325 Security Boulevard,
Baltimore, Maryland 21207.

Please address a copy of any
comments relating to information
collection requirements to: Office of
Information and Regulatory Affairs,
Office of Management and Budget,
Room 3208, New Executive Office
Building, Washington, D.C. 20508,
Attention: Desk Officer for HCFA.

If you prefer, you may deliver your
comments to Room 309-G Hubert H.
Humphrey Building, 200 Independence
Ave., SW., Washington, D.C., or to
Room 132, East High Rise Building, 6325
Security Boulevard, Baltimore,
Maryland. When commenting, please
refer to file code BERC-263-1FC.

Comments will be available for public
inspection as they are received,
beginning approximately three weeks
after today, in Room 309-G of the
Department's offices at 200 :
Independence Ave., SW., Washington,
D.C., on Monday through Friday of each
week from 8:30 a.m. to 5:00 p.m, (phone:
202-245-7890).

FOR FURTHER INFORMATION CONTACT:

Paul Olenick, (301) 594-9349;
Determination of Federal Rates;
Exceptions and Adjustments;
Addendum

Barbara Wynn, (301) 597-1869;
Determination of Hospital-Specific
Rates; Excluded Costs; 602(k)
Waivers; Interim Payments

Sheridan Gladhill, (301) 594-9441;
Excluded Hospitals

Tom Hoyer, (301) 594-9446; Medical
Review Activities; Exclusions From
Coverage -

George Cray, (301) 594-9755; Provider
Appeals

Ed Roth, {301) 594-8437; Charges to
Beneficiaries; Secondary Liability

William Morse, (301) 584-1160;
Definition of and Payment for
Physician Services

SUPPLEMENTARY INFORMATION:

TABLE OF CONTENTS

1. BACKGROUND
A. Medicare Reimbursement—General
Discussion
B. Social Security Amendments of 1672
C. Tax Equity and Fiscal Responsibility Act
of 1982
II. SUMMARY OF TITLE V1 OF THE SOCIAL
SECURITY AMENDMENTS 1883
IIl. MAJOR FEATURES OF PROSPECTIVE
PAYMENT SYSTEM
A. Applicability
1. Excluded Hospitals and Hospital Units
Subject to Rate of Increase Limits
a. Psychiatric Hospltals
b. Rehabilitation Hospitals
c. Distinct Part Psychiatric and
Rehabilitation Units

{. Hospitals Outside the 50 Stites and
the District of Columbia
2. Excluded Hospitals Paid Under
Alternative Reimbursemen! Programs
3. Other Special Cases
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b. Veterans Administration Hospitals
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a. Transfers to Hospitals Paid under
Prospective Payment
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ADDENDUM

Schedule of Standardized Amounts and
Relative Weights Effective with Cost
Reporting Periods Beginning on or after
October 1, 1983

L BACKGROUND

A. Medicare Reimbursement—General
Discussion

The Social Security Amendments of
1965 (Pub. L. 89-97) established Title
XVIII of the Social Security Act (the
Act), which authorized the
establishment of the Medicare program
to pay part of the costs of health care
services furnished to eligible
beneficiaries. Part A of the program
(Hospital Insurance) provides basic
health insfirance protection against the
costs of inpatient hospital care and
other inpatient or home health care. Part
B of the program (Supplementary
Medical Insurance) provides voluntary
supplementary insurance covering most
physicians' services and certain other
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items and services not covered under
Part A,

Generally, there are two bases for
payment under the Medicare program.
The first is "reasonable cost” and the
second is “reasonable charge”.
Essentially, reasonable costs include all
direct and indirect costs that are
necessary and proper for the efficient
delivery of needed health services to
beneficiaries. Within this general
framework. there are numerous rules
regarding the reasonableness of certain
categories of cost, how they are to be
calculated, and how they are to be
reported.

Section 1861(v)(1)(A) of the Act
defines, subject to certain limitations,
reasonable costs of any services as the
costs actually incurred exeluding any
part of incurred costs found to be
unnecessary in the efficient delivery of
needed health services. The principles
of reasonable cost reimbursement are
further described and clarified in
regulations in Subpart D of 42 CFR Part
405, Because actual reasanable costs
cannot be determined until the end of
the provider's cost reporting period.
interim reimbursement amounts,
approximating actual costs are
determined by the fiscal intermediary
serving each provider and paid to the
provider throughout the year.

Providers are required to maintain
sufficient financial records and
statistical data for proper determination
of costs payable under the program.
Cost reports must be submitted to the
intermediary on an annual basis. Upon
receipl of the cost report, the
intermediary makes a tentative
adjustment based on the report as
submitted. Final settlement is made
following further review and/or audit of
the cost report and records.

The second basis of payment,
“reasonable charge”, is for physicians’
services and other medical and health
services that are not furnished directly
by a provider of services or by others
under an arrangement with the provider.
The principles of reasonable charge
reimbursement are described in section
1842(b)(3) of the Act and further
described and clarified in regulations at
42 CFR Part 405, Subpart E.

B. Social Security Amendments of 1972

The Social Security Amendments of
1872 (Pub L. 82-603) contamned
numerous provisions affecting the
Medicare program. Two sections,
however. are particularly relevant to
changes in Medicare reimbursement.

Section 222 of the 1972 Amendments
authorized the Secretary to engage in
experiments and demonstration projects
in order to determine the advantages

and disadvantages of making payments
to Medicare providers on a prospective
_basis. Resulting studies on prospective
payment have primarily been aimed at
discovering methods of determining
rates that would have long-term
constraining effects on total'payment
without concurrently reducing quality of
care.

Section 223 of the Social Security
Amendments of 1872 amended section
1861(v)(1) of the Act to authorize the
Secretary (o set prospective limits on
the costs that are recognized as
reasonable under Medicare, Section 223
authorized the Secretary to apply limits
to direct and indirect overall costs or to
costs incurred for specific items or
services furnished by a Medicare
provider and to base these limits on
estimates of the cost necessary for the
efficient delivery of needed health
services. Regulations implementing this
authority are at 42 CFR 405.460. Under
this authority, we published limits on
hospital inpatient general routine per
diem costs annually from 1974 through

1981,

C. Tax Equity and Fiscal Responsibility
Act of 1882

On September 3, 1982, the President
signed into law the Tax Equity and
Fiscal Responsibility Act of 1982
(TEFRA), Pub. L. 97-248. Section 101(a)
of that legislation added section 1886 to
the Act. This new section included two
provisions that limited Medicare
reimbursement for costs of inpatient
hospital services. Section 1886(a) of the
Act provided for the extension of the
section 223 hospital cost limits, which
had previously been applied only to
inpatient general routine operating
costs, to the total operating costs of
inpatient hospital services. The
expanded limits were to apply on a per
discharge or per admission basis, and
were to take into account the mix of
types of Medicare cases treated by the
hospital. Section 1886(b) of the Act
provided for a new three-year limitation
on payment for hospital costs that was
separate from the type of limit
established under section 223, This
provision required that we limit for the
allowable rate of increase in a hospital's
inpatient operating costs per case
through reductions in the amounts of
reimbursement to hospitals that incur
costs greater than the target amount.
Section 1886{b} provided for incentive
payments to hospitals that keep their
costs below a targel amount. The
regulations implementing this provision
were set forth at 42 CFR 405.463.

On September 30, 1982, we published
in the Federal Register an interim final
notice and an interim fina! rule that

implemented sections 1886 {a) and (b) of
the Act (47 FR 43296 and 47 FR 43282).
The reader is referred to those
documents for a more detailed
explanation of the cost limit provisions
and for a description of our
implementation of them.

Additionally, section 101(b){3) of Pub.
L. 97-248 further required the Secretary
to develop, in consultation with the
Senate Committee on Finance and the
House of Representatives Committee cn
Ways and Means, a legislative proposa!
for Medicare payment to hospitals,
skilled nursing facilities, and to the
extent feasible, other providers, an a
prospective basis. In response to this
requirement, the Secretary submitted, on
December 27, 1982 the Department's
proposal in a Report to Congress titled
Hospital Prospective Payment for
Medicare. A proposal on prospective
payment for skilled nursing facilities
will be issued in the near future.

Il. SUMMARY OF TITLE VI OF THE
SOCIAL SECURITY AMENDMENTS
OF 1883

On April 20, 1983, the President signed
Pub. L. 98-21, the Social Security
Amendments of 1883, Title VI of Pub. L.
98-21 provides for Medicare paymen!
for hospital inpatient services under a
prospective payment system, rather than
on a reasonable cost basis. Essentially,
Medicare payment will be made at a
predetermined, specific rate for each
discharge. All discharges are classified
according to a list of diagnosis-related
groups (DRGs). This list contains 470
specific categories. The p ive
payment rate will not include capital-
related costs (e.g., depreciation, taxes.
rent, etc.) or direct medical education
costs, which will continue to be
reimbursed under a reasonable cost-
based system.

The statute provides for & 3-year
transition period during which a
declining portion of the total prospective
payment will be based on hospitals’
historical costs in a given base year and
a gradually increasing portion will be
based on a regional and/or national
Federal rate per discharge. Beginning
with the fourth year and continuing
thereafter (i.e., cost reporting periods
beginning on or after October 1, 1966),
Medicare payment for hospital inpatient
services will be determined fully under
a national DRG payment methodology.

The statute excludes several types of
hospitals and hospital units from the
prospective payment system. These
include psychiatric, long-term,
children's, and rehabilitation hospitsls
as well as psychiatric and rehabilitation
units operating as distinct parts of acu'e
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care hospitals. Hospitals located outside
the 50 States and the District of
Columbia are also excluded. The
excluded facilities and units will
continue to be reimbursed on the basis
of reasonable costs subject to the target
rate of increase limits. In addition to the
sbove.calegorical exclusions from
prospective payment, the statute
provides for other special exclusions,
such as hospitals that are covered under
approved State reimbursement control
systems,

The Federal paymen! rates are
determined based on the mean urban or
rural standard amount per discharge.
I'his amounnt 45 then adjusted to account
for area differences in hospital wages.
The standard amounts per discharge
wiil be updated annually. For FY 84 and
FY 85, the prospective payment system
must be "budget neutral.” That is,
payments may not be greater than, nor
less than, the payments that would have
been paid under the law previously in
effect. Bcginning with FY 86, the
Secretary will determine the update
factor taking into consideration
recommendations made by a
commission of independent experts
appointed by the Director of the Office
of Technology Assessment.

Additional payments will be made to
hospitals for discharges meeting
specified criteria as “outliers". Oufliers
are cases that have an-extremely long
ength of stay or unusually high cost
when compared to most discharges
classified in the same DRG. Additional
payments will also be made for indirect
costs of approved graduate medical
education programs.

Beneficiaries may be charged only for
deductibles, coinsurance amounts, and
non-covered services'(e.g., phone,
television, etc.). They may not be
charged for differences between the
10spital's cost of providing covered care
and the Medicare payment amount.

Under the prospective payment
system, payment will be made to the
hospital on a per discharge basis.
Therefore, hospitals may have
incentives to increase admissions or
reduce services. To safeguard against
such practices, the statute requires the
establishment of @ monitoring svstem to
review admission practices and quality
of care. If an abuse of the prospective
peyment system is discovered [e.g.,
unnecessary multiple admissions of the
same beneficiary or inappropriate
medical practices), payment may be
p -'!mll{ or totally denied to the
n:..;;«»m H

In addition to the general Medicare
demonstration authority, Pub. L. 88-21
'equires that certain research projects
be conducted related to Medicare

-

program costs and payment methods.
The statute also requires a large number
of reports to the Congress on specified
areas of study, including
recommendations for legisiative
changes.

III. MAJOR FEATURES OR
PROSPECTIVE PAYMENT SYSTEM

A. Applicability

The prospective payment system will
apply to all inpatient hospital services
furnished by all hospitals participating
in the Medicare program except for
those hospitals, or units excluded as
discussed below. A hospitsl's status as
to whether it is subject to, or excluded
from, prospective payment will
generally be determined at the
beginning of each cost reporting period
and this status, for reimbursement
purposes, will continue throughout the
period, which is‘normally one year. An
exceplion to this general rule is when a
hospital comes under prospective
payment after a cos! reporting period
has begun, or is excluded at some time
during its cost reporting period because
of its participation in an approved
denonstration project or State
reimbursement control program, or
regional demonstration.

1. Excluded Hospitals and Hospital
Units Subject to Rate of Increase Limits

In acoordance with section
1886({d)(1)(B) of the Act, hospitals or
distinct part units categorized below are
excluded from the prospective payment
system. Medicare will continue to pay
for services furnished to inpatients of
these hospitals or units on the basis of
reasonable costs. These payments will,
however, be subject to the rate of
increase ceiling in the amended
regulations at § 405.463.

a. Psychiatric Hospitals

In accordance with section
1886(d)(1)(B)(i) of the Act, hospitals that
meet the definition of psychiatric
hospitals in section 1861(f) of the Act are
excluded from the prospective payment
system. Section 1861(f) of the Act
defines a psychiatric hospital as an
institution that:

(i) Is primarily engaged in providing,
by or under the supervision of a
physician, psychiatric services for the
diagnoesis and treatment of mentally ill
persons;

(it} Satisfies the requirements of
paragraphs (3) through (9) of section
1861({e) (i.e., the statutory requirements
of 8 “hospital”, which are implemented
by regulations set forth at 42 CFR
405.1020 through 405.1035);

(iif) Maintains clinical records on all
patients and maintains such records as
the Searetary finds necessary to
determine the degree and intensity of
the treatment provided to individuals
entitled to hospital insurance benefits
under Part A (i.e., meels the special
medical records requirements for
psychiatric hospitals set forth in 42 CFR
405.1036 and 405.1037);

(iv) Meets the staffing requirements
that the Secretary finds are necessary
for the institution to-carry out an active
program of treatment for individuals
who are furnished services in the
institution (i.e., meets the special staff
requirements for psychiatric hospitals
set forth in 42 CFR 405.1038); and

(v) Is accredited by the Joint
Commission on Accreditation of
Hospitals.

Section 1861(f) further specifies that,
in the case of an institution that satisfies
the first two items above and that
contains a distinct part that also
satisfies the third and fourth items
above, the distinct part will be
considered to be a “psychiatric
haspital” if the institution is accredited
by the Joint Commission on
Accreditation of Hospitals or if the
distinct part meets reguirements
equivalent to the accreditation
requirements, as determined by the
Secretary.

The regulations implementing section
1886(d){1)(B)({) of the Act are set forth at
§ 405.471(c}(1). Compliance with the
requirements in the statute and
regulations for psychiatric hospitals is
demonstrated by having a provider
agreement in effect to participate in the
Medicare program and HCFA's
assignment of a special provider number
indicating participation as & psychiatric
hospital. Institutions meeting the above
requirements will be paid on a
reasonable cost basis, subject to the rate
of increase provisions of § 405463. It
should be noted, &s a matter of
clarification, that the distinct part
referred toin the section 1861(f)
definition of a psychiatric hospital is not
the same as a section 1886(d)(1)(B}
distinct part psychiatric unit in a general
hospital {see section 1.c. below).

There are approximately 410 hospitals
or distinct parts currently participating
as psychiatric hospitals,

b. Rehabilitation hospitals

While section 1888{d)(1)(B)(ii) of the
Act specifies that rehabilitation
hospitals {as defined by the Secretary)
are excluded from the prospective
payment system, neither that section nor
the Conference Committee report (H.R.
Rep. No. 9847, 98th Cong., 15t Sess. 193
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(1983)) accompanying Pub. L. 98-21
provide explicit guidance on how the
term “rehabilitation hospital" Is to be
defined for purposes of this exclusion.
However, the report of the Gommittee,
on Ways and Means, U.S. House of
Representatives, on the House bill that
was considered by the Conference
Committee (H.R. 1900) in recommending
enactment of Pub. L. 88-21 does provide
some recommendations regarding this
definition (H.R. Rep. No. 98-25, 98th
Cong., 1st Sess. 147 (1983)). This report
states that the Committee understands
that there are currently extensive rules
pertaining to rehabilitation hospitals,
and suggests that the Secretary use such
regulations, and consult with the Joint
Commission on Accreditation of
Hospitals [JCAH) in order to define a
rehabilitation hospital.

To comply with these
recommendations, we reviewed our
current regulations at 42 CFR
405.1031[d). Those regulations establish
standards that must be met by
rehabilitation, physical therapy, and
occupational therapy departments in
hospitals that participate in Medicare.
(Hospitals accredited by the JCAH are
ordinarily deemed to meet those
requirements.) Those standards apply to
all hospitals participating in Medicare
that furnish rehabilitation services
through the use of organized
departments, without regard to the
extent of the hospitals' involvement
with rehabilitation. Thus, the regulations
are not useful in determining the extent
of a particular hospital’s involvement in
rehabilitation,

Moreover, we have recently proposed,
in & separate Federal Register docufent,
to apply new, less prescriptive
requirements to all hospitals, including
those that provide rehabilitation,
physical therapy, occupational therapy,
audiology. or speech pathology services
(48 FR 299 January 4, 1983), These would
apply without regard to whether the
services are provided in organized
departments (48 FR 299). We are
currently analyzing the public comments
we received on this proposal.

Because the current regulations on
huspital rehabilitation services are not
specific to those hospitals primarily
engaged in rehabilitation, and are likely
to be replaced by revised regulations in
the near future, we have decided not to
use those regulations as a basis for the
definition of “rehabilitation hospital”

In addition, we consulted the JCAH
and other accrediting bodies to identify
features of their standards that could be
used as a basis for our definition of
rehabilitation hospitals. We have
incorporated elements of these
accreditation requirements in our

definition. However, due to the unique
nature of the prospective payment
system, we found it necessary to include
other criteria that are not common to the
accreditation requirements. We believe
the comprehensive definition that has
been developed meets the legislative
intent as to the application of the
exclusion of rehabilitation hospitals and
rehabilitation units of general hospitals
from the prospective payment system.

To distinguish rehabilitation hospitals
from other hospitals that offer general
medical and surgical services but also
provide some rehabilitation services, it
was necessary to develop and include in
the new regulations provisions that
describe the criteria that hospituls must
meet to be excluded from the
prospective payment system as
rehabilitation hospitals. These
provisions are &t § 405.471(c)(2). In
summary. the criteria are as follows:

* The hospital must have in effect a
provider agreement to participate in
Medicare as a hospital;

* The hospital must be primarily
engaged in furnishing intensive
rehabilitation services as demonstrated
by patient medical records showing that,
during the hospital's most recently
completed 12-month cost reporting
period, at least 75 percent of the
hospital's inpatients were treated for
one or more conditions specified in
these regulations that typically require
intensive inpatient rehabilitation;

* The hospital must have in effect &
preadmission screening procedure under
which each patient's condition and
medical history are reviewed to
determine whether the patient is likely
to benefit significantly from an intensive
inpatient hospital rehabilitation program
or assessment;

* The hospital must ensure close
medical supervision, and furnish
rehabilitation nursing, physical therapy,
and occupational therapy, plus, as
needed, speech therapy, social services
or psychological services, and orthotic
and prosthetic services;

* The hospital must have a full-time
Director of Rehabilitation who is a
Doctor of Medicine or Osteopathy, is
licensed under State law, and either has
experience in the medical management
of rehabilitation patients, or is Board-
certified in one of a number of
rehabilitation-related medical
specialties;

* The hospital must have a plan of
treatment for each inpatient that is
established, reviewed, and revised as
needed by a physician in consultation
with other professional personnel who
provide services to the patient;

* The hospital must use a coordinated
multidisciplinary team approach in the

rehabilitation of each inpatient. This
must be documented by periodic clinical
entries made in the patient's medical
record noting the patient’s status in
relationship to goal attainment, and by
team conferences held at least every 2
weeks to determine the appropriateness
of treatment,

The fisst criterion that the provider
have an agreement in effect to
participate in Medicare as a hospital is
an administrative requirement that we
are imposing to ensure that hospitals are
properly classified for purposes of
exclusion from the prospective paymen|
system.

We require the second criterion
because we believe that examining the
types of conditions for which a
hospital's inpatients are treated, and the
proportion of patients treated for
conditions that typically require
intensive inpatient rehabilitation, will
help distinguish those hospitals In which
the provision of rehabilitative services is
a primary, rather than secondary, goa!
To develop the specific list of medical
conditions set forth in the new
regulations at § 405.471(c)(2). and the
requirement that 75 percent of &
hospital's patients be treated for one or
more of these conditions, we relied on
HCFA Technical Assistance Document
No. 24 (“Sample Screening Criteria for
Review of Admissions to
Comprehensive Medical Rehabilitation
Hospitals/Units"). This document was
developed by the Committee on
Rehabilitation Criteria for PSRO of the
American Academy of Physical
Medicine and Rehabilitation and the
American Congress of Rehabilitation
Medicine,

The project that produced the sample
screening criteria was funded under a

urchase order with HCFA, The projec!
‘Euil! on work performed by the
American Academy of Physical
Medicine and Rehabilitation in 1975
under subcontract to the American
Medical Association, and on the éfforls
of PSROs that had previously developed
and implemented criteria for review of
admissions to comprehensive medical
rehabilitation hospitals and units. The
project was intended primarily to
provide a basis for reviewing the
medical necessity of admission to, and
continued stay in, these hospitals and
units, and for assessing the quality of
care furnished in them. The seven
medical conditions for which sample
screening criteria were developed
accounted for approximately 75 percen!
of the admissions to comprehensive
medical rehabilitation hospitals and
units. These conditions are:

*» Stroke;
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* Dorsal or lumbar spinal cord Injury
with paraparesis/paraplegia;

« Cervical spinal cord injury with
quadriparesis/quadriplegia;

* Congenital deformity or amputation
of the leg or lower limb;

* Polyarthritic, theumatoid, or
acquired deformity of the leg or lower
limby

* Fracture of femur; or

* Head injury.

In addition, we obtained advice from
the National Association of
Rehabilitation Facilities (NARF) and
from the American Hospital Association
(AHA) regarding the types of medical
conditions most often treated by
hospitals and hospital units that
specialize in rehabilitation. We also
consulted HCFA staff physicians who
had been involved in developing the
lechnical Assistance Document. Based
on information received from these
groups and physicians, we developed
the list of medical conditions set forth in
the new regulations at § 405.471(c).

We plan to use the second criterion as
a lest of whether a hospital provides
specialized rehabilitation services 1o
such an extent that it incurs costs
significantly different from those of a
general medical/surgical hospital and,
therefore, should be excluded from the
prospective payment system.

The remaining criteria for
rehabilitation hospitals relate to the
preadmission screening of prospective
inpatients, to the types of services that
must be furnished by or made available
in the hospital. and to the hospital's
management of the rehabilitative
services it furnishes. Except for the
criterion relating to a full-time director
of rehabilitation, these criteria are based
on similar requirements for the coverage
of rehabilitation services under
Medicare {see section 211 of Medicare's
Hospital Manual).

_ In the context of these regulations,
however, we plan to use these criteria,
in conjunction with those described
above, to determine whether particular
hospitals furnish the type and intensity
of rehabilitation services necessary o
wirrant exclusion from the prospective
pavment system as rehabilitation
hospitals, We wish 1o note that we
recognize that some of these criteria
[e.g.. the plun of treatment requirement)
may also be met by hospitals in which
rehabilitation is secondary to general
medical/surgical treatment. However,
we believe only those hospitals that
primarily engage in rehabilitation could
meet all of these criteria,

In addition to the general rationale set
forth above. we have additional reasons
‘or requiring each of the criteria in

paragraphs (iii) through (vii) of
§ 405.471(c)(2).

These are as follows:

* Preadmission screening procedure.
We believe this procedure is needed to
help demonstrate that a hospital
specializes in the treatment of patients
who primarily require intensive
impatient rehabilitation, rather than
patients who primarily require medical/
surgical treatment.

* Provision of specified services. The
types of services listed are those that
are typically required for the
rehabilitation of patients. While some of
the services listed are also available in
other settings, we believe provision of
all of these services would help to
demonstrate that a hospital is
extensively engaged in rehabilitation.

* Director of rehabilitation. We
selected this criterion because we
believe an intensive hospital inpatient
rehabilitation program will require the
full-time direction of a physician with
special expertise in the medical
management of patients who require
rehabilitation services. Meeting this
requirement would help a hospital to
document the extent of its involvement
in rehabilitation.

* Plan of treatment. We selected this
criterion because we believe the
existence of a plan of treatment for each
hospital impatient who receives
rehabilitation services will help to
demonstrate the existence of an
intensive impatient rehabilitation
program. In-addition, the presence of a
plan of treatment in each patient's
medical record would simplify the
administration of the exclusion
provision, since it would help HCFA or
its agents determine the frequency and
intensity of the rehabilitation services
furnished by particular hospitals.

* Coordinated multidisciplinary team
approach. This type of approach is
currently required for the coverage of
rehabilitation services, Use of this
approach for all rehabilitation patients
treated in the hospital would help
document the primuacy of rehabilitation
in the hospital.

¢. Distinct Part Psychiatric and
Rehabilitation Units

(i) General Criteria for Distinct Part
Units

Section 1886(d)(1)(B) specifies that the
prospective payment system will not be
applied to a psychiatric or rehabilitation
unit of a hospital which is a distinct part
of the hospital {as defined by the
Secretary). Units that qualify for this
exclusion will be paid on a reasonable
cost basis, subject to the rate of increase
provisions of 42 CFR 405.463.

To implement this exclusion, we have
developed general criteria that will
apply to both types of excluded units
and additional, more specific, criteria
for psychiatric and for rehabilitation
units, respectively. The general criteria
for distinct part units are sel forth in
§ 405.471(c)(3)(1), and are discussed in
the following paragraphs. The specific
criteria for psychiatric units are set forth
in a new § 405.471(c)(3)(ii), and are
discussed in item (ii) below. The specific
criteria for rehabilitation units are set
forth in § 405.471(c)(3)(ii), and are
discussed in item (1ii).

All excluded units must meet the
general criteria in new § 405.471(c){3)(i).
The first criterion is an administrative
requirement that an institution has in
effect an agreement under Part 489 for
participation as a hospital under
Medicare. We are imposing this
requirement to ensure that all units are
properly clagsified for purposes of
exclusion from the prospective payment
system. The second criterion, which
requires uniform application of writien
admission criteria to all patients, both
Medicare and non-Medicare, is designed
to discourage hospitals from placing
patients in excluded units for reasons
related to the hospital's reimbursement
rather than to the type of services the
patients need. We do not believe it
would be appropriate for these unils to
be set up primarily for reimbursement
reasons, rather than for reasons related
to patient needs. To prevent this result,
we are requiring each unit to have
written policies for admission, and to
apply these policies uniformly to all
patients, both Medicare and non-
Medicare. In addition, to ensure that all
units are operated in compliance with
applicable State law, we are requiring
that psychiatric and rehabilitation units
meet applicable State licensing laws.

The remaining criteria are
administrative requirements that are
necessary to enable Medicare
intermediaries to distinguish costs
incurred for the unit from costs of other
parts of the hospital, and to measure
and reimburse unit costs accurately.
These criteria are based on the long
standing requirements for
reimbursement of separate cost entities
in multiple-facility hospitals, as set forth
in section 2336 of the Medicare Provider
Reimbursement Manual (HCFA Pub. 15~

1).

(17} Specific Criteria for Psychratric
Units

In developing specific criteria for the
exclusion of distinct part psychiatric
units, we wish to ensure that the
exclusion is available only to a unit that
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predominantly provides psychiatric
servites. To identify and exclude these
units, we have developed the criteria set
forth in § 405.471(c)(3)(if). Our specific
reasons for selecting each of these
uriteria are as follows:

* Treatment of patients with
psvohiatric diagnoses, This requirement
is necessary 1o ensure that patients are
. notimproperly placed in the psychiatric
unil for financial rather than medical
reasons,

» Direction by qualified psychiatrist,
This requirement is necessary 1o ensure
professional oversight of pelicies and
procedures in the unit (e.g. to assure
appropriateness of admission crileria).
Patients with a psychiatric diagnosis
will normally require such direction.
Consequently this is an appropriate
identifier of this type of facility.

o Provision ofspecified services:
supervising nurse. The provision of
these services and use of a qualified
supervising nurse s typical of units
which treal patients whose
characteristics are like those in
psychiatric hospitals. Consequently, the
provision of these services is an
identifier of such a patient population.

* Plan of treatment. This requirement
15 necessary o ensure proper placement
of patients. A unit which treals a patient
population similar to that in &
psvehiatric hospital would routinely
havea plan of treatment and would
routinely use & multidisciplinary team
approach. As such, this s an \dentifier
of a unit whose patient population and
services differ sufficiently as to warrant
exclusion,

{111} Specific Criterer for Rehabilitation
UUnits

As m the case with the specific
cotena for psychiatiie units, our
rehibilitation unit critena are designed
to enable us to identify those units in
which the costs ure sufficiently different
from those of the hospitals m which the
units are located to warrant exclusion of
the unmils from the prospective payment
svstem We believe thal the patients
treated, and the types of services
furnished. in units of this tvpe are likely
1o be more similar to those of
rehubilitation hospitals than to those of
huspitils in which the primary concern
15 the provision of general medical/
surgici! seryices, Therefore, we are
applying the same criteria 10 excluding
rehabilitation units 4s in excluding
rehabilitation hospitals

d Children’s Hospilals

Section 1886(d)[1)(B) of the Act also
excludes from the prospective payment
system hospitals whose inpatients are
predominantly individuals under 18

vears of age. Generally, this includes all
children’s hospitals, For purposes of this
exclusion children’s hospital is defined
at § 405.471(c)(4) of these regulations as
a hospital having a provider agreement,
meeling applicable requirements in
subpart ], and furnishing services to »
inpatients who are predominantly
individuals under the age of 18.

e. Long-term Hospitals

The statute {section 1886(d}{1)(B){iv)
of the Act) excludes from the
prospective puyment system hospitals
with an average length of stay (as
determined by the Secretary) greater
than 25 days. The average length of stay
is calculated by dividing the total
number of inpatient days (excluding
leave of absence or pass days) for all
patients by the total number of
discharges for a cos!t reporting period.
We will make this determination based
on the hospital's most recently filed cost
report, except where these data may not
accurately reflect a hospital's current
classification. In this case. dala for the

mos! recent 6-month period will be used.

Section 405.471(c)(5) of these regulations
sets forth the requirements regarding
long-term hospitals.

f. Hosprtals Qutside the 50 States and
the District of Columbia

Initially. hospitals in Puerto Rico,
Guan. the Virgin Islands, American
Samoa, and the Northern Marianas will
be excluded from the prospective
payment system. However, the statute
mundates that the Secretary complete a
study before April 1, 1984, and make
recommendations to the Congress

regarding the possible inclusion of these

hospitals

2. Excluded Hospitals Pard Under
Alternative Reimbursement Programs

Section 402 of the Social Security
Amendments of 1967 (Pub. L. 90-248)
and Section 222(a) of the Social Security
Amendments of 1872 (Pub. L. 92-803)
authorize demonstrations and studies
for various purposes, primarily to
analyze alternative methods of payment
For the most part these authorities were
not altered by Pub. L. 98-21, therefore,
the demonstrations and studies that are
currently approved may continue
unaffected. i

Additionally, section 1886{c) of the
Act was amended by Pub. L. 88-21 to
permit approval by HCFA of State
reimbursement control systems for
Medicare reimbursemen! purposes if the
systems meet certain conditions
prescribed by the statute relating to

applicability and administrative matters.

Hospitals covered by these systems will
als0 be excluded from the prospective

payment system. The regulations
implementing section 1886[¢) of the/‘Act
will be published separately in the
Federal Register.

3. Other Special Cases

Discussed below are additional
special cases where the prospective
payment system would be
inappropriate.

a. Nonparticipating Hospitals
Furnishing Emergency Services

Sections 1814(d) and 1835(b) of the
Act authorize Medicare payments to
hospitals not participating in the
Medicare program, for emergency
services (i.e.. both inpatient and
outpatient) provided to eligible
beneficiaries under special
circumstances. These statulory sections
provide the basis of payment for
emergency services, and Pub, L. 98-21
did not amend them. Therefore, payment
for emergency services to
nonparticipating hospitals will not be
made under the prospective payment
svstem. Regulations providing for
payments to nonparticipating hospitals
are set forth at § 405.152 and § 405.249.

b. Veterans Adminstration Hospitals

Velerans Administration (VA)
hospitals are generally excluded from
participation in the Medicare program
as required by sections 1814(c) and
18356{d) of the Act. However, in some
limited situations, special provisions are
made for services not otherwise
avallable in the community to be
furnished by a VA hospital to the
general public, including Medicare
beneficiaries. When this is the case
{generally for renal services) the
payment mechanism will not be the
prospective payment system. Rather,
payment will be determined, as it has in
the past in accordance with 38 U.S.C.
5083(d).

There 18 authoritly contained in section
1814(h) of the Act, as amended by
section 602(c) of Pub. L. 98-21, for
applying the prospective payment
system for certain hospital services
provided in VA hospitals. This authority
allows for payment in such
circumstances to be an amount equal to
the charges imposed by the VA or the
prospective payment rate as established
by section 18886, whichever is lower
Rather than establish a complele system
by which the VA hospitals can be
reimbursed under the prospective
payment system for a situation which
virtually never occurs, we believe the
VA charges (i.e., the rates prescribed by
the Secretary after consultation with the
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VA Administrator) should be paid if this
situation should exist.

c. Services Furnished by Risk-Busis
HMOs and CMPs

At its election, a health maintenance
organization (HMQ) or a competitive
medical plan {(CMP) that receives
Medicare payments on a risk basis may
choose to have payment made by HCFA
directly to hospitals for inpatient
hospital services furnished to Medicare
enrollees of the HMO or CMP. If the
HMO does not exercise the option, it
may negotiate its own rate with the
hespital. If the HMO exercises the
option, the hospital will be paid either
under the prospective payment system
or on a reasonable cost basis if the
hospital is excluded. If the hospital is
paid directly by HCFA, the payment for
inpatient hospital services to Medicare
HMO/CMP enrollees and administrative
costs for paying hospitals directly is
deducted from the Medicare capitation
peyments otherwise paid to the HMO or
CMP,

B. Basis of Payment Under the
Prospective Payment System

1. General Description

Uniess excluded from prospective
payment, all Medicare participating
hospitals will be paid, for inpatient
services provided, a specific amount for
each discharge based on the case's
classification into one of 468 Diagnosis-
Related Groups (DRGs).

2 Discharges and Transfers

I'he terms “discharge” and "transfer”
are defined, for purposes of prospective
payment, at § 405.470(c) of these
regulations. These definitions are
essentially the same as they were under
the hospital cost limits established as a
result of TEFRA except that in cases
where & patient is transferred to another
fospital paid under the prospective
pdyment system, the transfer will not be
considered a discharge. A patient on a
leave of ubsence from a hospital will not
be considered discharged. In summary,
a patient will be considered discharged
when he or she: ;

* Is formally released from the
hospital (Release of the patient to
another hospital as described in
§405.470{c)(2) of these regulations.will
not be recognized as a discharge for the
purpose of determining payment under
the pruspestive payment system.);

* Dies in the hospital; or

* Is transferred to another hospital or
unit that is excluded from the
Prospective payment system,

It was necessary to distinguish
between discharges where the putient

has received complete treatment and
discharges where the patient is
transferred to another institution for
related care. The prospective payment
system was intended to provide full
payment, less deductibles and
coinsurance, for all inpatient services
associated with a particular diagnosis.

It is emphasized that discharges and
transfers will be subject to medical
review to assure thatl patients are
properly categorized.

a. Transfers to Hospitals Paid Under
Prospective Payment

The policy set forth in this section and
contained in these regulations at
§ 405.470(c)(4) is intended as an interim
policy. It should be noted that our
ultimate goal is to pay a single rate to
one hospital for a given service.
Therefore, we will be reviewing
discharge/transfer patterns following
implementation of the prospective
payment system and will revise this
policy as appropriate,

When palients are transferred
between hospitals receiving payment
under the prospeclive payment system
full payment will be made to the final
hospital from which the patient is

. released. The transferring hospital will

be paid a per diem for each day of the
ho_;;_gilal stay.

e prospective payment rate paid to
each hospital will be the rate specific to
each hospital, That is, the rate will be
composed of the Federal portion and the
hospital-specific portion for each
hospital. Similarly, the wage indexes
and any adjustments will be those
which are appropriate for each hospital,
and in cases where treatment is
provided under different DRGs, payment
will be based on the DRG under which
the patient was treated at each hospital.

Since the final discharging hospital
will generally provide the greatest
portion of the patient's treatment,
payment to this hospital will be made at
the full prospective payment rate. The
transferring hospital, generally
providing a limited amount of treatment
to the transferred patient, is not entitled
to payment at the full prospective
payment rate. Therefore, payment to the
transferring hospital will be made based
on a per diem rate (i.e,, the prospective
payment rate divided by the average
length of stay for the specific DRG into
which the case falls) and the patient's
length of stay at the transferring
hospital, Payment to the transferring
hospital may not exceed the full
prospeclive payment rate.

Example 1: A patient stays at Hospital A
for 2 days and is subsequently transferred 1o
Hospital B. The praspective payment rate is
$10,000 at each hospital, with an average

length of stay of 10 days for the DRG.
Hospital A would be paid $2,000 (2/10 x
$10.000) and Hospital B would be paid
$10,000, the full prospective payment rate.
Total payment is $12,000.

Exampie 2: A patient stays at Hospital A
for 8 days and is subsequently transferred 1o
Hospital B. The prospective payment rute is
$10,000 at Hospital A and $12,000 at Hospital
B. The average length of stay for the DRG is 5
days. The payment to Hospital A would be
limited to $10,000, the full prospective
payment rate, since the length of stay
exceeds the average length of stay for the
DRG. Hospital B would be paid the full
prospective pavment rate of $12,000. Total
payment is $22.000,

Example 3: A patien! stays al Hospital A
for 2 days under DRG X. which has an
average length of stay of 10 days, The
prospective payment rate is §10,000 for the
hospital for X. He Is subsequently transferred
to Hospital B under DRG Y. The prospective
payment rate at Hospital B is $16,000 for DRG
Y. Hospital A would be paid $2,000 (2/10 x
$10,000). Hospital B would be paid $16.000,
the full prospective payment rate for DRC Y
a! Hospital B, Total payment is $18,000.

Example 4: A patient stays at Hospital A
for 4 days under DRG X, which has an
average length of stay of 8 days. The
prospective payment rate at Hospital A is
$16,000 for DRG X. He is subsequently
transferred to Hospital B for 4 days under
DRG Y which has an average length of stay
of 10 days. The prospective psyment rate is
$10,000 for DRG Y. He is finally transferred to
Hospital C. The prospective payment rate for
DRG Y in this hospital is $15,000, Hospital A
would be pald $8,000 (4/8 % $16,000). Hospital
B would be pald $4,000 (4/10x$10,000).
Hospital C would be paid $15,000, the full
prospective payment rate for DRG Y at
Hospital C. Total payment is $27.000.

Payment (o a transferring hospital is
based on a per diem rate and is limited
to the full prospective payment rate.
Therefore, outlier payments may not be
made to the transferring hospital. The
criteria for making outlier
determinations for the receiving hospital
(i.e.. the final discharging hospital) in
cases involving transfers between
hospitals would be the same as for any
other outlier (i.e., length of stay or
charges adjusted to cost for the DRG in
the hospital receiving the transferred
patient exceeds a certain level). In
determining outlier payment in transfer
cases, only the length of stay or costs in
the discharging hospital, rather than
combining the total period of
hospitalization, will be considered.

b. Transfers to Hospitals or Units
Bxcluded From Prospective Payment

When patients are transferred to
hospitals or units excluded from the
prospective payment system (e.g.,
psychiatric, rehabilitation, children s
hospitals), the transfers will be
considered discharges and the full
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prospective payment will be made to the
transferring hospital. Hospitals and
units excluded from the prospective
payvment system are organized for
treatment of conditions distinctly unlike
treatment encountered in short-term
acute care facilities, Therefore, the
services obtained in excluded facilities
would not be the same services
obtained in transferring hospitals (i.e..
paid under the prospeclive payment
system), and payment to both facilities
would be appropriate.

When patients are transferred to
hospitals that would ordinarily be paid
under the prospective payment system,
but, for reasons listed below, are not,
payment to the transferring hospital will
be a per diem amount based on the
prospective payment rate for the number
of days of care delivered (f.e., in the
same manner as when the patient is
transferred to another hospital paid
under the prospective payment system),
These cases are:

* When the receiving hospital is
excluded from prospective payment
because of participation in a statewide
cost control program or demonstration:
or

* When the receiving hospital's first
cost reporting period (i.e., bringing it
under prospective payment) has not vet
begun

3 DRG Clossification

A system has been developed for
classifying patients into groups that are
clinically coherent and homogenous
with respecl to resource use. Over the
past several years, a case classification
system called Diagnosis Related Groups
[DRGs) has been developed at Yale
University, The latest series of Yale
DRGs is based on records of patients
discharged during the last haif of 1979.

Using a universe of aver 1.4 million
records selected from a nationally
representative sample of 332 hospitals
participating in the hospital discharge
abstract service of the Commission on
Professional and Hospital Activities. the
Yale researchers created a stratified
sample of 400,000 medical records,
classified mto 23 Major Diagnostic
Categories (MDCs). Each MDC
represents a broad climcal category that
18 differentiated from all others based on
body system involvement and disease
etiology The specification of the MDCs
was developed by a committee of
climclans using the following guidelines:

* Clinical consistency

* A sufficient number of patients.

* Coverage of the complete range of
diagnoses represented in the
International Classification of Diseases.
9th Revision, Clinical Modification
(1ICD-8-CM), without overlay

The patient records in each MDC
were then partitioned using a
classification algorithm called
AUTOGRP and a prespecified set of
variables to suggest subgroups of cases
that were expected to be distingt in
terms of length of stay. The variables
used to split the MDCs were
intentionally limited to those that are
descriptive of the patient’s clinical
condition and that are readily available
on most discharge abstracts, such as
principal diagnosis, secondary
diagnoses, surgical procedures, age. sex,
and discharge status. Suggested
subgroups of cases within the MDCs
were examined by physicians to
determine whether the proposed
distinctions were clinically sensible and
whether the cases in each group were
medically similar, These purely
stutistical subgroups were modified if
they were not supported clinically,

For example, in MDC 11 (Diseases
and Disorders of the Kidney and
Urinary Tract), the initial statistical
grouping of medical (i.e.. nonsurgical)
cases suggested three subgroups that
were different in terms of length of stay.
Each of these subgroups, however,
contained several different kinds of
cases (e.g. urinary tract infections, signs
and symptoms, tenal failure, and
neoplasms). Clinical judgment suggested
that the major clinical subsets of these
three groups should be revised to form
seven more clinically coherent initial
groups: kidney stone, infection, renal
failure, neoplasms, signs and symploms,
urethral stricture, and other

This process ultimately resulted in the
development of the set of 470 mutually
exclusive and comprehensive case
classfication categories called
diagnosis-related groups. Under the
prospective payment system, each
Medicare discharge will be classified
into one of these DRCs, which are listed
mn section VI, Table 5, of the addendum
to this document. For 468 of the DRGs.
we have established weighting factors
that reflect the relative respurces used
for furmishing inpatient services to that
classification of cases. Generally, this
weighting factor will be applied to
determine the amount that will be paid
for each, DRG-discharge, regardless of
the individual services furnished or the
number of days of care [excep! for
“outlier” cases discussed below),
However, classification of a discharge
under DRG numbers 468 through 470
require special consideration as follows:

* DRG No. 468 represents a discharge
with an operating room procedure
unrelated to a given MDC. This does not
necessarily represent an invalid record.
For example, a patient may be admitted
for cataract susgery. but have a

coronary bypass operation rather than

the cataract procedure, or may be

hospitalized for treatment of pneumonia
and be given an sppendectomy during
the same stay. In such instances.
intermediaries will return the claims to
the provider for clarification. If the
accuracy of the discharge data is
affirmed, the prospective payment rate
will be paid as for any other DRG
classification. Otherwise, the casé will
be reassigned to the appropriate DRG
using corrected data.

* DRG No. 469 represents discharges
with a valid diagnosis in the principal
diagnosis field. but not acceptable as &
principal diagnosis. Examples of such
cases may include a diagnosis of
diabetes mellitus during pregnancy or a
diagnosis of an infection of the
genitourinary tract during pregnancy.
both unspecified as to episode of care
These diagnoses may be valid, bot they
are not sufficient to determine the
principal diagnosis for DRG assignment
purposes. In these instances,
intermediaries will return the claim to
the provider in order o enter the correct
principal diagnosis for proper DRG
assignment. The provider will resubmi
the claim for payment.

* DRG No. 470 represents discharges
with invalid data. In these instances. the
intermediary will return the claim 1o the
provider for correction of data elements
affecting proper DRG assignment. The
provider will resubmit the clamm for
payment.

Because the assignment of & case 1o a
particular DRG determings the amoun!
that will be paid for the case, 1t Is
important that this assignment be done
systematically and uniformly Therefore
we have established an automated
classification algorithm (that is. the
Grouper Program) that will be used in
all cases to assign discharges to their
proper DRGs using essential imformuauon
abstracted from the mpatient bill. The
process will work as follows-

* The hospital will submit a il for &
particular case. using classifications and
terminology consistent with JCD-9-CM
and the Uniform Hospital Discharge
Data Set (UHDDS) prescribed by the
National Commuttee on Vital and Healll
Statistics (Onrform Hospital Discharg:
Data; Minimum Data Set, National
Centerfor Health Statistics, DHEW Pub
No. (PHS) 80—1157, April, 1980).

* The fiscal intermediary will assign
DRG to the discharge using the Grouper
program.

—The Grouper program screens the
essential information from the
inpatient bill against the criteria that
distinguish the DRGs.
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—The DRG criteria include the patient’s
age, sex, principal diagnosis (that is,
the condition established after study
to be chiefly responsible for
occasioning the admission of the
patient to the hospital), secondary
diagnoses, procedures performed, and
discharge status,

« If the discharge is assigned to DRG
numbers 1 to 467, the intermediary will
determine the appropriate prospective
payment and pay the hospital.

+ If the discharge is assigned o DRG
number 488, 469, or 470, the intermediary
will initiate appropriate special
consideration, as described above.

We wish to point out that the
definitions of principal diagnosis and
other criteria for the UHDDS are not
HCFA requirements. (Principal
disgnosis is defined on page 12 of the
minimum data set criteria published in
April, 1980, cited above.) The UHDDS
was developed for the U.S. National -
Committee on Vital and Health
Statistics. It has been used as a
standard for the development of policies
and programs related to hospital
discharge statistics by both
governmental and non-governmental
sectors for quite some time. In
particular, it was used by Yale
University in creating the DRG
classification.

Interested parties may order the
DHEW Pub. No. (PHS) 80-1157 from the
Government Printing Office, and may
purchase Grouper program software and
ICD-9-CM DRG user manuals from the
following: Health Systems International,
H5 Whitney Avenue, New Haven.
Connecticut 06511,

Ithas been suggested that the use of
‘principal diagnosis” and the Grouper
program would in some cases result in
paying a hospital based on DRG
tlussification that does not reflect the
most resource-intensive services
fumished to a patient. For example,
assume a hypothetical case in which a
palient leaves a hospital with diagnoses
A.B.C, and D. The official UHDDS
definition of principal diagnosis is “the
condition established after study to be
chiefly responsible for occasioning the
admission of the patient to the hospital
‘or cure” (Uniform Hospital Discharge
Date, Minimum Data Set, April 1980, p.
12). Under this standard, the patient
nust he assigned to a particular DRG,
ince it is determined which one of the
f-ujur diagnoses caused the admission. If
diagnosis A caused the admission, even
though diagnosis C required the most
esource-intensive treatment, the case
will be assigned to a DRG related to
diagnosis A,

Because of this occasional result, it
has been suggested that we revise the

definition of principal diagnosis,
permitting hospitals to report the most-
resource intensive condition of a patient
as the principal diagnosis rather than
the current “diagnosis established after
study to be chiefly responsible for
occasioning the hospitalization.”
Adoption of this revision presumably
would result in the case being
accurately assigned to a more costly
DRG, yielding an appropriately greater
prospective payment rate.

We have decided not to make such a
change for the following reasons. First,
as noted above, the definition of
“principal diagnosis" is part of the
UHDDS definitions. As such, it has been
used to develop the current DRG
classification system. (An earlier DRG
system used a definition of “primary
diagnosis” very similar to the proposal.
This definition was one of the
deficiencies in the old DRGs, as
discussed in December, 1982 Report to
Congress, Hospitel Prospective Payment
for Medicare, pages 68 to 75,) Second,
modification as proposed of the
“principal diagnosis” definition would
introduce subjectivity into the process of
classifying cases into DRGs. Patients
with identical diagnoses could be
assigned to different DRGs solel
because of differing hospital andy/or
physician judgments as to the most
resource intensive condition. This would
result in our inability to definitely assign
a case with multiple diagnosis to a
specific DRG because of our
requirement to accept the hospital's
judgment as to which diagnosis was the
most resource intensive.

Hospitals would determine this for us
by selecting the principal diagnosis
which resulted in assignment to the
DRG with the highest prospective
payment rate. Third, in the absence of
data demonstrating relatively frequent
occurrence, we guestion whether there
are frequent multiple diagnosis cases in
which the most resource-intensive
diagnosis is not also the principal
diagnosis. To the extent such cases do
occur, we believe the costs associated
with them have already been taken into
account in the data base used to
construct the average standardized cost
amounts and the DRG relative weights,
Finally, the provision of outlier
payments, as required by law, will
ensure additional payment in some
cases in which the resources required
for treatment of comorbidities and
complications exceed the resources
required by the principal diagnosis, and
also ensures that there will be no
reduction in reimbursement for cases
that are unusually short lengths of stay,
or for cases that are unusually
inexpensive to treat. Presumably, a

hospital has at least as much chance of
encountering one of these cases as it
does of encountering a case of the other
type discussed.

Example:

To make clear the effect of our use of
the “principal diagnosis"” definition, let
us consider the following case.

A patient age 65 is admitted for skin
graft of a skin ulcer. Under normal
circumstances, this case would be
assigned to DRG 264, which has a
weighting factor of 2.2031, However,
during the stay a hip and femur
procedure (except major joint
procedure) is performed. Disregarding
the skin ulcer, this surgical procedure
would normally be assigned to DRG 211,
with a weighting factor of 1.9530.

There would be an obvious
inconsistency between the principal
diagnosis (skin ulcer) and the operating
room procedure (hip and femur
procedure). In such a situation, the bill
would be returned to the hospital for
validation and re-verification. If the
apparently inconsistent diagnosis and
procedure are affirmed, this would
result in the case being assigned to DRG
468 (Operating Room Procedure
Unrelated to Principal Diagnosis). This
DRG has a comparatively high
weighting factor of 21037,

4. Costs Included Under the Prospective
Payment System

a. Inpatient Operating Costs for Routine,
Ancillary, and Special Care Services

The statute requires that the
prospective payment rate serve as total
Medicare payment for inpatient
operating costs for all items and
services furnished other than
physicians' services (as defined in
regulations) associated with each
discharge. These include the Part A
operating costs for routine services,
ancillary services, and intensive care
type unit services. Although we
excluded the costs of malpractice
insurance from the definition of total
inpatient operating costs under TEFRA,
these costs will be included in the
definition of inpatient operating costs
under prospective payment. Malpractice
insurance costs allowable under the
Medicare program are associated with
providing inpatient care and, therefore,
are included as operating costs.

We believe that by including all
inpatient operating costs, the system
maintains financial incentives which
will permit hospitals to plan the most
efficient use of resources given their
unique operating circumstances. Thus,
the decisions concerning the allocation
of all resources rest with the managers
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responsible for planning care. It is only
in this manner that the most effective
use of health care funds can be
achieved.

b. Nonphysician Services

Other than services furnished under
waivers as discussed in section c.
below. effective October 1, 1983, the
only services provided in an inpatient
hospital setting that may be billed by an
entity other than the hospital are
physicians' services to individual
patients reimbursable on a reasonable
charge basis. (These services are
defined in § 405.550(b) (published March
2, 1983 at 48 FR 8937), as discussed
below. Note that physician services to
providers, defined in § 405.480 (48 FR
8935), are provider services for which
payment may be made only to the
provider. Payment for a physician’s
services to the provider, rather than to
an individual patient. is included in the
prospective payment. These services
may not be billed separately.) Therefore,
all nonphysician services furnished to
hospital inpatients must be payable only
1o the hospital regardless of whether the
hospital is subject to the prospective
payment system. (See Sections
1862(a){14) and 1866(a)(1](H) of the AcL.)
This includes “incident to” physician
services, medical items, supplies, and
services, etc. See section IV of this
preamble for additional details on this
provision.

¢ Waivers

Seation 602(k] of Pub. L. 98-21 permits
waivers to be granted under special
circumstances for cost reporting periods
beginning prior to October 1, 1986 (the 3-
vear transition period), allowing
continued separate direct billing under
Part B by suppliers or other providers of
services to hospital inpatients. This
waiver is restricted to situations where
this practice was in effect prior to
October 1, 1982 and was so extensively
used that immediate compliance would
threaten the stability of patient care; If
hospitils have been granted this waiver,
the reasonable charges for the
nonphysician services billed under Purt
B will be subtracted from the Part A
payment amount. Hospitals that believe
they would qualify and wish to request
a waiver should apply to the HCFA
Regional Office through their
intermediary. See section V.C. of this
preamble for a detailed explanation of
this waiver.

5. Costs Excluded From the Prospective
Payment System

Section 1886{a)(4) of the Act, as
amended, excludes capital-related costs
and costs of direct medical education

from the definition of inpatient operating
costs. Therefore, payment for these
costs will continue on a reasonable cost
basis.

a. Capital-Related Costs

The rules applying to capital-related
costs for purposes of the prospective
pavment systenvalso will apply for
purposes of determining such costs
under the rate of increase limit at
§ 405.463 and the SNF cost limits issued
under § 405.460 of the regulations.

As a result, all hospitals reimbursed
under Subpart D will need to identify
their capital-related costs. Therefore, we
are establishing in these interim final
rules a new section 405.414 of Subpart
D, which identifies in detail costs that
are includable in a hospital's capital-
related costs. Generally, the following
items are treated as capital-related costs
and will be reimbursed under the
reasonable cost method.

» Net depreciation expense.

* Leases and rentals {including
license and royalty fees) for the use of
assets that would be depreciable if the
provider owned them outright (except in
certain cases).

* Betterments and improvements that
extend the estimated useful life of an
assel at least 2 years beyond its original
estimated useful life or increase the
productivity of an asset significantly
over its original productivity.

* The cost of minor equipment that
are capitalized rather than charged off
to expense.

* Interest expense incurred in
acquiring land or depreciable assets
(either through purchase or lease) used
for patient care.

« Insurance on depreciable assets
used for patient care or insurance that
provides for the payment of capital-
related costs during business
interruption.

* Taxes on land or depreciable assels
used for patient care.

* For proprietary providers, a return
on equity capital.

If services. facilities, or supplies are
provided to the hospital by a supplying
organization related to the hospital
within the meaning of § 405.427, then the
hospital must include in its capital-
related costs, the capital-related costs of
the supplying organization. However, if
the supplying organization is not related
to the provider within the meaning of
§ 405.427, no part of the charge to the
provider may be considered a capital-
related cost (unless the services,
facilities, or supplies are capital-related
in nature} and:

* The capital-related equipment is
leased or rented by the provider:

« The capital-related equipment is
located on the provider's premises; and
* The capital-related portion of the
charge is separately specified in the
charge to the provider, ¥

All' haspitals, whether paid under the
prospective payment system or
excluded, must treat capital-related
costs in a manner consistent with the
way identical or similar costs were
treated in the base period. This is
necessary since the target amount is
established on the basis of a hospital's
base year costs. If costs were included
as inpatient operating costs for purposes
of the target amount computation and
considered as capital-related costs in a
subsequent year, there would be an
unfair and inaccurate distortion in the
year-to-year comparison. .

Section 603(a)(1) of Pub. L. 96-21
requires that the Secretary study,
develop, and report to the Congress
within 18 months after the date of
enactment of Pub, L. 98-21 on proposals
for legislation by which capital-related
costs associated with inpatient hospitil
services can be included within the
prospective payment amounts.

b. Direct Medical Education Costs

The direct costs (including
appropriate overhead costs) of approved
education programs will be excluded
from prospective paymenl. These costs
will be reimbursed separately in
accordance with regulations at
§ 405.421. (Cosls of interns and residents
hired to replace anesthetists will not be
included. This adjustment is being
adopted to preclude reimbursement for
medical education programs instituted
for the purpose of maximizing medical
reimbursements.) Generally, approved
educational activities mean formally
organized or planned programs of study
usually engaged in by providers in order
to enhance the quality of care in an
institution. Those programs may also
include nursing schools and medical
education of paraprofessionals (e.g..
radiologic technicians). These programs
do not include on-the-job training or
other activities which do not involve the
actual operation or support excep!
through tuition or similar payments of
an approved education program. Also,
they do not include patient education of
general health awareness programs
offered as a service to the community at
large.

6. Cost Reporting Periods

Hospitals subject to prospective
payment will be paid under the new
payment system for inpatient services
effective with the hospital’s first cost

reporting period beginning on or after
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October 1, 1983. The appropriate blend
of the hospital's target amount and the
DRG-rate will be paid for each
discharge occurring on or after the first
day of the cost reporting period. It is
likely that a number of patients will be
admitted and receive services before the
beginning of the new period, but will be
discharged after the period beging.
Because the prospective payment rate is
intended to cover an entire hospital
siay, this situation would result in
duplicate payment for a portion of the
inpatient stay. Section 604(b) of Pub. L.
98-21 requires thal, in this situation, an
appropriate reduction in the prospective
payment rate will be made to take into
account amounts payable for items and
services furnished before the cost
reporting period begins. Therefore, the
amounts payable on a reasonable cost
basis for the portion of a hospital stay
occurring before the beginning of the
first cost reporting period on or after
October 1, 1983 (i.e., the effective date
for prospective payment) will be
sublracted from the prospective
payment rate for the applicable
discharge. However, the prospective
payment rales will not be reduced

below zero; that is, if reasonable cost
payments exceed the prospective
payment rale, no additional payment
will be made but pass through costs will
nol be reduced.

Section 604{a)(1) of Pub. L. 88-21

states that a change i & hospital's cost
reporting period made after November
1902 will be recognized, for purposes of
lhe effective date of the prospective
psyment system, only if the Secretary
finds good cause for the change. We are
implementing this requirement through
regulations at § 405.453(1)(3), which are
effective for cost reporting periods
ending on or after the date of

publication of these interim rules. We
tonsidered applying this requirement to
ull changes since November, 1982,
However, & number of hospitals have
had changes approved for cost reporting
periods that have already closed. We
decided that retroactive application of
the requirements of § 405.458(f)(3) was
not feasible, but that making them
tlective as soon as possible was
necessary, since we did not wish to
dlord hospitals an additional 30-day or
more period in which to effectuate such
hanges before the rules take effect.
Iherefore, even if our fiscal
Mermediaries have approved such
thanges, we will not recognize them for
purposes of a hospital's entry into the
Frospective payment system unless the
period for which the change is approved
has slready closed. Under this policy, a

hospital will be required to adhere to the
cost reporting period initially selected
unless a change is authorized in writing
by the hospital's fiscal intermediary.

To establish good cause for a change,
the hospital must show that there are
specific circumstances that support its
request for the change. The hospital's
written request must be received by the
intermediary 120 days prior to the
reporting period to be changed. Good
cause would be found to exist, for
example, if a hospital that is part of a
multi-hospital system requests that its
cost reporting period be changed to
coincide with the periods used by all
other components of the system.
However, good cause would not be
found to exist where the effect of the
change is to change the date by which
the provider becomes subject to, or is
excluded from, the prospective payment
system.

7. Publication of Standardized Amounts
and Relative Weights

a. Initial Rates

Section 604(c) of Pub. L. 98-21 requires
that a notice of the interim final DRG
prospective payment rates effective with
cost reperting periods beginning on or
after October 1, 1983, be published in
the Federal Register no later than
September 1, 1983. Additionally, while a
period for public comment is required,
the rates as published will be effective
on October 1, without consideration of
comments received. However, by notice
published in the Federal Register not
later than December 31, 1883, the
payment amoants must be affirmed or
modified sfter consideration of thase
comments. Section 604(c) also requires
that if a modification is made reducing
payment rates, this modification will
apply only to discharges occurring after
30 days from the date the notice of
maodification is published in the Federal
Register. The above requirements are
included in regulations at
§ 405.470(d)[1).

b. Annual Publication of Standardized
Amounts and Relative Weights

Beginning in 1984, HCFA will publish
in the Federal Register annual notices
setting forth amounts and factors
necessary to determine prospective
payment rates applicable to discharges
occurring during the Federal fiscal year.
Sce the regulations at 405.470(¢)(2) that
establish dates by which the notices will
be published.

C. Determination of the Prospective
Payment Rates

This section contains a detailed

explanation of how the final DRG-based
prospective payment rates are
defermined, adjusted, and updated. An
explanation of applicable rates during
the 3-year transition period is presented
in section C.4. of this preamble,

1, Calculation of Adjusted
Stendardized Payment Amounts

The statute requires that the Secretary
determine national and regional
adjusted DRG prospective payment
rates for each DRG to cover the
operating costs of inpatient hospital
services. The methodology for arriving
at the appropriate rate structure is
essentially preacribed in the Act in
section 1886(d)(2). It requires that
certain base period cost data be
developed and modified in several
specified ways (i.e., inflated.
standardized, grouped, and adjusted)
resulting in 20 average standard
amounts per discharge according to
urban/rural designation in each of the
nine census divisions and the nation.
Table 1, section VII of the addendum
contains the 18 regional standardized
amounts (further divided into labor/
nonlabor portions). The national
standardized amounts are not included
in the table because, for FY 84, Federal
rates are based on regional averages. {In
FY 85, Federal rates will be based on a
combination of regional and national
averages.) For the interested reader, the
national standardized amounts for FY 84
have been calculated to be $2,837.91 as
the urban average ($2.206.22 for the
labor share and $631.69 for the nonlabor
share} and $2,264.00 as the rural average
($1,847.42 for the labor share and $416.58
for the nonlabor share). These amounts
are only estimates that, for comparison
purposes, have been computed in the
same manner as the regional amounts
contained in Table 1 section VII of the
addendum,

a. Base Year Cost Data

Section 1886(d)(2)(A) of the Act
requires that, in determining allowable
costs for the base period, the most
recent cost reporting period for which
data are available be used. Therefore,
we have used Medicare hospital cost
reports for reporting periods ending in
19861.

In calculating standardized amounts,
we gathered cost reports from nearly all
hospitals participating in Medicare,
manually extracted necessary
information, and prepared the
information in computer-readable form.
Because this process required a great
deal of staff time, there was
considerable lag time between the filing
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of cost reports and the availability of
complete data for use by HCFA. Thus,
calendar year 1981 cost data were the
most recent cost reporting period data
available for use.

As explained in section IILB. of this
preamble, prospective payment is
intended to cover all hospital inpatient
operating costs for treating Medicare
beneficiaries. The base year cost data
include all allowable hospital costs
incurred in treating Medicare patients
excepl, to the extent possible, the
. following:

(i) Costs from psychiatric,
rehabilitation, children's, and long-term
hospitals, and subproviders;

(ii) Capital-related costs, as recorded
in the depreciation cost centers of the
Medicare cost reports and return on
equity capital, if applicable;

{iii) Direct medical education costs;

{iv) Nursing differential costs, which
were previously reimbursable but are
now disallowed under section
1861{v)(1)(J) of the Act, effective with

services furnished on or after October 1,

1982, (The reported hospital operating
costs were adjusted to reflect a zero
nursing salary differential.)

Since only Medicare allowable
inpatient operating costs were used in
the data base, routine costs in excess of
the routine cost limits provided for in
section 223 of Pub. L. 92-603 were not
included in the calculation of the
standardized amounts.

The resulting Medicare cost was then
divided by the number of Medicare
discharges during the year, resulting in
total Medicare allowable inpatient
operaling costs per discharge, for each
hospital included in the data base. To
determine discharges we relied on a
monthly tabulation of Medicare
discharges covering the same periods
represented in the cost report. These
final amounts represent the base year
cost data.

b. Updating for infiation

Section 1886(d)(2)(B) of the Act
requires that the base year cost data be
updated, This requires a two-step
process,

(i) The base year cost data,
representing allowable costs per
Medicare discharge (per hospital), are
inflated through fiscal year 1983 using
actuarial estimates of the rate of
increase in hospital inpatient operating
costs nationwide. The estimated actual
rates of inflation for the hospital
industry are as follows:

159
150
v na:

(ii) The resulting amounts are further
inflated through fiscal year 1984 by
using the estimated annual rates of
increase in the hospital market basket,
plus 1 percentage point, in accordance
with section 1888(80 )(3)(B) of the Act.
(See the notice of target rate
percentages published elsewhere in this
issue of the Federal Register.)

Since July 1, 1979, lhe hospital cost
limit schedules have incorporated a
“market basket index" to reflect
changes in the prices of goods and
services that hospitals use in producing
general inpatient services, We
developed the current market baskel by
identifying the most commonly used
categories of hospital inpatient
operating expenses and by weighting
each category to reflect the estimated
proportion of hospital operating
expenses attributable to each category.
We then obtained historical and
projected rates of increase in the
resource prices for each category, Based
on the rate of increase and the weight of
each category, we developed an overall
annual rate of increase in the hospital
market basket. The categories of
expenses used to develop the revised
market basket are based primarily on
those used by the American Hospital
Association in its analysis of costs, and
by the U.S, Department of Commerce in
publishing price indices by industry.

In developing the market basket index
used in establishing the prospective
payment rates, we have revised in two
ways the market basket previously used
under the hospital cost limits, which
were published in the Federal Register
(47 FR 43313) on September 30, 1982,
First, we have added malpractice
insurance to the categories of expenses
included in the market basket. We made
this change because malpractice
insurance premiums, which were
excluded from the hospital cost limits,
are included in the prospective payment
rates. Second, we have revised the
proportions assigned to each expense
category to reflect the estimated
proportion of total inpatient operating
costs, including malpractice insurance
attributable to each category.

The price variables used to predict
price changes for each category of
expenses are specified in Table 2,
section VII of the attached addendum.
For further background on the
development of the market basket index,

see Freeland, Anderson and Schendler,
“National Hospital Input Price Index”,
Health Care Financing Review, Summer
1979, pp. 37-61.

¢. Standardization

Section 1886(d)(2)(C) of the Act
requires that each hospital's updated
base ygar cost per discharge be
standardized. Standardization means
the removal of the effects of certain
variable costs from the cost data,

i. Variations in Case Mix Among
Hospitals

Section 1886(d)(2)(c)(iii) of the Act
requires that the updated amounts be
standardized to adjust for variations in
case mix among hospitals. The
methodology used for determining the
appropriate adjustment factor (i.e., the
case-mix index) is similar to that used
for the hospital cost limits published in
the Federal Register on September 30,
1982 (47 FR 43303). Essentially, a case-
mix index has been calculated for each
hospital (based on 1981 cost and billing
data) reflecting the relative costliness of
that hospital's mix of cases compared to
a national average mix of cases.
Standardization, necessary to neutralize
the effects of variations in case mix
among hospitals, is accomplished by
dividing each hospital's average cost per
Medicare discharge by that hospital's
case-mix index. Table 3, section VII of
the addendum contains the case-mix
index values used for this purpose.

While the case-mix indexes used to
develop the prospective payment rates
are similar to those previously published
(see 47 FR 43314), they differ in one
respect. The weights used in their
construction are not limited to the DRGs
represented in the 1981 MEDPAR data
set. The case-mix indexes have been
calculated using weighting factors
derived for all DRGs. Section IILB.3. of
this preamble contains an explanation
of the development of the DRG
weighting factors, We computed each
hospital's case-mix index by multiplying
the weighting factor for each DRG by
the number of MEDPAR cases classified
in that DRG and dividing that result by
the hospital’s total number of MEDPAR
discharges.

ii. Indirect Medical Education Costs

After adjusting each hospital's
inpatient operating cost per discharge
for inflation and case-mix complexity.
we divided each cost by 1.0 plus the
product of double the education
adjustment factor (11.59 percent) and the
individual hospital's adjusted intern-
and-resident to bed ratio. (Section
IILD.4. of this preamble contains a
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detailed explanation of the education
adjustment factor and ratio.) We
determined that adjusted ratio by
dividing the number of FTE interns and
residents for the cost reporting period to
which the average cost per discharge
applies by the hospital's bed size
determined at the beginning of that
period to obtain the hospital's intern-
and-resident to bed ratio, and dividing
that ratio by .1. In order to appropriately
standardize base year data for indirect
medical education costs, it is necessary
to use the same education adjustment
factor in standardization as is used in
making additional payments to teaching
hospitals. Since the statute requires that
the education adjustment factor be
doubled in determining the amount of
additional payments, we must also
double the factor for standardization.

Example: Alter adjusting for inflation and
slandardizing for case-mix, the cost per
discharge of a hospital with 686 beds
available for use in Queens County, New
York, is $1646.09. The hospital employed 77
FTE interns and residents in approved
teaching programs.

The cost per case is adjusted for education
costs as follows:

77 divided by 688 =.11224, which is the
intern-and-resident to bed ratio for this
hospital.

11224 divided by .1=1.12240—Adjusted
Ratio,
$1646.00 divided by {1+ (1159 1.12240))
$1456.61. Education-adjusted cost per
discharge,

iil. Adfustments for Variation in
Hospital Wage Levels (Federal Portion)

Section 1886(d)(2)(C)(ii) of the Act
requires that the updated amounts be
standardized by adjusting for area
variations in the hospital wage levels.
This adjustment requires the division of
the average cost per discharge into
labor-related and nonlabor-related
portions. To determine the labor-related
portion, we summed the percentages of
the labor-related items (i.e.. wages and
salaries, employee benefits, professional
fees, business services, and
miscellaneous items) from the market
basket. Using the most current market
basket, the labor-related portion is 79.15
percent. Under the operating cost limits,
the labor-related portion equaled 80.77
percent,

However, as mentioned in section
C1.b. of this preamble, the market
basket applicable for the prospective
payment system has been revised lo
include malpractice insurance.
Therefore, the resulting labor-related
percentage has also been revised.

To remove the effects of local wage
differences from hospital costs, the
lsbor-related portion is then divided by
the appropriate wage index for the

eographic area in which the hospital is
ted. The wage index reflects the

average hospital wage level in the
geographic area in which the hospital is
located compared to the national
average. The index is calculated based
on wage and employment data
maintained by the Bureau of Labor
Statistics (BLS) of the U.S. Department
of Labor. Specificially, the source file is
the 1981 ES 202 Employment, Wages,
and Contributions File for hospital
workers (Standard Industrial
Classification code 8086).

The data used to develop the wage
index were supplied by BLS, and are the
most reliable national data available. If
we discover thal we, or BLS, have made
any error that results in an incorrect
wage index for any area, we will direct
the Medicare intermediaries to
recalculate the payment rates. However,
BLS has advised us that they are unable
to correct any inaccuracies in the wage
index that may result from a hospital's
failure to report the required wage and
employment data. Moreover, any
revisions in wage indexes will only
apply to the adjustment of the
standardized amounts as deseribed in
section C.2.a. of this preamble. We will
not recalculate the standardized
amounts themselves based on revised
wage indexes.

In developing the wage index, we
used approximate values for certain
areas because BLS confidentiality
requirements prohibit the disclosure of
actual data or indexes for areas that
include fewer than three reporting units.
(A reporting unit is the smallest unit for
which data are recorded on the
employer's contribution report.
Therefore, two or more hospitals owned
by one organization could appear as one
reporting unit.) The BLS has identified
the areas having wage index values
closest to, but not less than, the wage
index for those areas where actual
disclosure is prohibited. Additionally,
data from Federal hospitals {e.g.. VA
hosptials) are excluded in determing
wage indexes because these hospilals
typically use national pay scales,
Therefore, the amounts paid to
employees do not necessarily reflect
area wage levels.

Previously, we have published wage
indexes for each Standard Metropolitan
Statistical Area (SMSA), New England
County Metropolitan Area (NECMA),
and State rural area. On June 30, 1983,
the Executive Office of Management
and Budget (EOMB) began using
Metropolitan Statistical Areas (MSAs)
in lieu of SMSAs (see section I11.C.1.d. of
this preamble).

An example of standardization for
wages follows:

Assume o hospital has an average cost per
Medicure discharge of $3,000 and the wage
index for the area is 1.0293.

$3000 % 79.15% (labor-related
portion) =$2374.50 (labor share).

$2074.50 = $2306.91 (wage adjusted labor
share} 1.0293, -

The wage indexes are listed in Table
4, section VII of the addendum.

iv. Cost-of-Living Factor for Alaska and
Hawaii

Section 1886(d)(5)(C)(iv) of the Act
authorizes the Secretary to provide for
such adjustments to the payment
amounts as the Secretary deems
appropriate to take into account the
unique circumstances of hospitals
located in Alaska and Hawaii.
Generally, these two States have higher
levels of cost in comparison to other
States in the nation. The high cost of
labor is accounted for in the wage index
adjustments discussed above. However,
the high cost-of-living in the States also
affects the cost of nonlabor items (e.g.,
supplies and equipment). Under the
Amendments, hospitals in Alaska and
Hawaii will be entitled to an increased
prospective payment rate because of the
generally higher cost of living in those
States. The effect of this higher cost of
living is to increase Alaska and Hawaii
hospital nonlabor costs from the levels
generally prevalent in the rest of the
country. Therefore, we believe it is
desirable to reduce, as much as
possible, the effect of the higher
nonlabor costs in deriving each
hospital's standardized cost per
discharge. Accordingly, we divided the
nonlabor-related portion of the average
Medicare cost per discharge for
hospitals located in Alaska and Hawaii
by an appropriate cost-of-living
adjustment factor, We point out that
aside from being technically desirablie.
the effect of standardizing nonlabor
hospital costs in Alaska and Hawaii is
to decrease the reduction for budget
neutrality stemming from the
requirements in section 1886{e)(1)(B) of
the Act. The adjustment factors
contained in the table below are based
on data obtained from the U.S. Office Of
Personnel Management as published in
their FPM-581 letter series.

Table.—Cost-of-Living Adjustment
Factors, Alaska and Hawaii Hospitals

Alaska: A2 areas * 125

Hawak:
Lo T — e S S 120
Kaual . it s . 1178
Maul .. T oo () D
Moloksi ... o~ . 120
Lanai .. ESE S " po——imt 1.20
Hawas . sl . 110
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As explained above, the average
labor-related portion of hospital costs
{i.e., based on the market basket) equals
79.15 percent of total cosls. Therefore,
the nonlabor portion equals 20.85
percent. The formula used to make the
standardization adjustments for the
nonlabor related costs in Alaska and
Hawaii is as follows:

(Average Cost Per Medicare
Discharge) » (20.85%)

 (Cost-ol-Living Adstment Factor)

d. Urban/Rural Averages Within
Geographic Areas

Section 1886{d)(2)(D) of the Act
requires that average standardized
amounts (i.e., per discharge) be
determined for hospitals located in
urban and rural areas of the nine census
divisions and the nation. The statute
further specifies that the term “urban
area” means an area within a Standard
Metropolitan Statistical Area (SMSA),
as defined by EOMB, or within such
similar area as the Secretary has
recognized by regulation. The term
“rural area" means any area outside of
urban areas.

On June 30, 1983, EOMB began using
Metropolitan Statistical Areas (MSAs)
in lieu of SMSAs, MSAs are designated
and defined following a set of new
standards prepared by the Federal
Committee on MSAs, which advises
EOMB on metropolitan area definitions.
Under these standards, an area qualifies
for recognition as an MSA in one of two
ways: (1) if a city of at least 50,000
population is located in the area, or (2) if
it is an urbanized area of at least 50,000
with a total metropolitan population of
at least 100,000. In addition to the
county containing the main city, an
MSA may also include additional
counties that have close economic and
social ties to the central county, MSAs
are defined in terms of entire counties,
except in the six New England States. In
mos! cases, there is little difference
between the SMSA designations and the
MSA designations beyond the change in
title. For example, the Los Angeles
SMSA is now the Los Angeles MSA.
Therefore, we are using MSA
designations for purposes of the
prospective payment system because
this is the classification system currently
used by EOMB, and the new
designations recognize area changes
reflecting 1980 census data. The MSA
designations announced by EOMB on
June 27, 1983 and effective June 30, 1983
are conlained in Table 4, section VII of
the addendum.

Section 601(g) of Pub. L. 98-21 requires

that any hospital located in New
England will be classified as being in an
urban area if the hospital was classified
as being in an urban area under the
classification system in effect in 1979,
As a result of this provision, the
following counties are deemed to be
urban areas: Litchfield County,
Connecticut; York County, Maine;
Sagadahoc County, Maine; Merrimack
County, New Hampshire; and Newport
County, Rhode Island.

As a result of the adjustments
explained above, we have calculated 18
average adjusted standardized amounts
per Medicare discharge. In summary,
these amounts: are adjusted for
inflation; are standardized to remove the
effects of area wage differences, indirect
medical education, case mix, and cost-
of-living in Alaska and Hawaii; and are
grouped by urban/rural and geographic
designations.

e. Calculation of Adjustments to
Standardized Amounts

The various calculations explained in
the sections above resulted in a
determination of 18 separate average
standardized amounts, These amounts
were further adjusted taking into
consideration various provisions of Pub.
L. 98-21.

L. Part B Costs

As explained above, the prospective
paymen! rates are intended to cover all
costs associated with inpatient hospital
services for Part A beneficiaries except
physicians' services to individual
patients. Because many of these services
have previously been billed under Part B
of the program, the standardized costs
per discharge do not include these
amounts.

Section 602(e) of Pub. L. 98-21 added
section 1862(a)(14) to the Act to prohibit
payments for nonphysician services
furnished to hospital inpatients unless
the services are furnished either directly
by the hospital or furnished by an entity
under arrangements (as defined in
section 1881(w)(1) of the Act) made by
the hospital. Section 1861{w)(1) of the
Act defines the term “arrangements” as
"arrangements under which receipt of
payment by the hospital (whether in its
own right or as agent), with respect to
services for which an individua! is
entitled to have payment made under
this title discharges the liability of such
individual or any other person to pay for
the services."” Because the term
“arrangements" is defined in a way that
satisfies all beneficiary liability for the
services (except for the Part A cost-
sharing provisions), Part B billing by an
entity other than the hospital for

nonphysician services furnished to
hospital inpatients is essentially
prohibited. effective October 1, 1983,
This prohibition applies to all hospitals
parlicipating in the Medicare program,
no! just those subject to prospective
payment,

In order to adjust the standardized
amounts per discharge so that the
Federal rate payable in FY 84 includes
an approximation of costs previously .
billed under Part B, they must be
increased based on estimates that have
been made by HCFA's Office of
Financial and Actuarial Analysis.

Since 1980 and 1981 data are used to
sel the prospective payment rates, the
estimated amounts for inpatient services
billed to Part B of Medicare should be
consistent with policies and practices
existing in 1980 and 1981. The amounts
for inpatient services billed to Part B
were derived from Part B billing data
and then projected to FY 1984 consistent
with estimated-growth and with 1960-81
policies and practices. (Most of those
amounts are attributable to lab tests
sent out to independent labs.) The effect
of the hospital based physician
regulations is excluded from this
adjustment since section 1886(d)(5)(D)
specifies adjustment only for the effects
of section 1862(2)(14). The projections of
the FY 84 amounts were divided by
HCFA's estimate of FY 84 Medicare
inpatient costs to derive the adjustment
factor of 0.13%. Therefore, the
standardized amounts have been
increased by this percentage. Because
section 1886(d)(5)(D)(ii) provides that an
adjustment to the Federal payment rates
will be made in each fiscal year for
nonphysician inpatient hospital services
previously billed under Part B, we will
estimate the amount of this percentage
adjustment to the standardized amounts
on an annual basis.

ii. FICA Taxes

Section 102 of Pub. L. 98-21 requires
that certain hospitals {i.e., non-profit
organizations) enter the Social Security
system and begin paying FICA taxes for
employees beginning January 1, 1984.
Section 1886({b)(6) of the Act is also
amended by Pub. L. 98-21, requiring that
adjustments be made in the rate of
increase base period costs in recognition
of these higher payroll costs. The
conference committee report
accompanying Pub, L. 98-21 expressed
the intent that the Federal rate also be
adjusted to reflect this change, (H.R.
Rep. No. 98-47, 98th Cong. 1st Sess. 184
(1983).) Our actuaries have estimated
the amount of the adjustment to the
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standardized amounts necessary to
account for increased payroll taxes for
hospitals entering the Social Security
system.

The Office of the Actuary (OACT) in
the Social Security Administration
(SSA) supplied us with an estimate of
the 1984 payroll of non-profit hospitals
not covered by the FICA tax in 1981, IRS
data were combined with SSA internal
data to identify which of the health
services employers with fifty or more
employees were not covered by the
FICA tax 1981. (Since hospitals are not
identified in the data, health services
employers with fifty or more employees
are used as a proxy.) The OACT
estimated that the 1984 payroll for
hospitals not covered by FICA in 1981
was about $2.7 billion,

The $2.7 billion payroll was multiplied
by 87% to derive the inpatient share and
further multiplied by 36% to derive
Medicare's share of the inpatient share,
The result was multiplied by the 1981
FICA tax rate of 6.85% to derive
Medicare's share of the employer
portion of the FICA taxes. Medicare's
share of the FICA taxes was divided by
the 1981 Medicare hospital costs to
derive the adjustment factor of 0.18%.
Therefore, the standardized amounts
were increased by this percentage.

The 87% ration of inpatient costs to
fotal costs was derived from American
Hospital Association data and verified
by analysis of Medicare hospital cost
report data. The 36% Medicare share of
inpatient cost was derived from analysis
of Medicare hospital cost reports for
non-profit—non-government hospitals.

il Qutliers

Section 1886(d)(5)(A) of the Act
requires that payments, in addition to
the basic prospective payment rates, be
made for discharges involving day or
cost outliers as explained in section
D1 of this preamble. Section
1856(d){2)(E) of the Act correspondingly
requires that the standardized amounts
be reduced by a proportion that is
estimated to reflect additional payments
for outlier cases.

The statute further requires that
outlier payments may not be less than 5
percent or more than 6 percent of total
péyments projected to be made based
on the prospective payment rates in any
year, In accordance with this
requirement, we estimate that outlier
rayments for FY 84 will be 6.0 percent of
lotal payments (including both
Prospective and outlier payments),
Therefore, we have reduced the
vlandardized amounts by multiplying by
943, which is a factor computed to
achieve the result. Prior to each fiscal
year, an estimate of outlier payments for

that year will result in an adjustment to
the standardized amounts used in
calculating Federal rates. The
methodology for determining the
adjustment factor needed to actualize
that estimate is closely related to the
method for determining the budget
neutrality adjustment factor discussed
in the next section, and is explained in
section VIII of the addendum along with
the derivations of the budget neutrality
adjustments.

iv. Budget Neutrality

Section 1886{e)(1) of the Act requires
that the prospective payment system
result in aggregate program
reimbursement equal to "what would
have been payable” under the
reasonable cost provisions of prior law;
that is, for fiscal years 1984 and 1985,
the prospective payment syvstem should
be "budget neutral.”

Under the Amendments the
prospective payment rates are a blend
of a hospital-specific portion and a
Federal portion. Section 1886(e)(1)(A) of
the Act requires that projected aggregate
payments for the hospital specific
portion should equal the comparable
share of estimated reimbursement under
prior law. Similarly, section 1886(e)(1)(B)
of the Act requires that projected
aggregate reimbursement for the Federal
portion of the prospective payvment rates
should equal the corresponding share of
estimated amounts payable prior to the
passage of Pub. L. 98-21. Thus, for FY 84,
75 percent of projected payment for
inpatient operating costs based on the
hospital-specific portion should equal 75
percent of the amount projected to be
payable for inpatient operating costs
under the law in effect before ensctment
of Pub. L. 88-21. Likewise, total
estimated prospective payments
incurred deriving from the 25 percent
Federal portion, including outlier
payments and adjustments and special
treatment of certain classes of hospitals,
should equal 25 percent of projected
payments incurred under the prior
reasonable cost reimbursement system.
(Note that this does not apply to
payments such as payments of a return
on equity capital, made in addition to
prospective payments.)

This adjustment of the Federal portion
was determined as follows:

* Step 1—Estimate total incurred
payments for inpatient hospital
operating costs (for FY 84 and FY 85)
that would have been made on a
reasonable cost basis under Medicare
prior to Pub, L. 88-21.

¢ Step 2—Multiply total incutred
payments by 25 percent (for FY 84) and
50 percent (for FY 85), i.e.. the Federal

portions of the total payment amounts
for each year.

s Step 3—Estimate Federal portion of
total payments that would have been
made without adjusting for budget
neutrality, but with the adjustment for
outlier payments.

* Step 4—Add an estimate of total
adjustments and payments made under
the special treatment provisions of
§ 405.476 (e.g., outliers, indirect medical
education) to the Federal portion.

* Step 5~The difference between
amounts calculated in Step 4 and Step 2
is divided proportionally among the
standardized amounts resulting in the
budget neutrality adjusted
(standardized) amounts.

The resulting adjustment factor for the
FY 84 Federal portion is .969, Payment
amounts of hospitals excluded from the
prospective payment system (for
example, psychiatric and children's
hospitals) and of hospitals not
participating in prospective payment
because of their participation in
demonstrations and studies were not
included in the calculations above. For a
more detailed explanation of budget
neutrality, see section VIII of the
addendum.

f. Summary of Calculations Resulting in
Adjusted Standardized Amounts

In summary, we began our
calculations by developing base year
cost data for individual hospitals: we
updated these amounts to account for
inflation through fiscal year 19684; we
standardized the data; we grouped the
data from individual hospitals resulting
in average standardized amounts for
urban and rural hospitals located in the
nine census divisions; and we adjusted
the resulting 18 standardized amounts in
accordance with requirements of the
Act. Throughout the remainder of this
discussion, when we refer to “adjusted
standardized amounts”, we are referring
to the 18 separate average amounts
calculated as described above.

2. Adjustments for Area Wage Levels
and Cost-of-Living in Alaska and
Hawaii

This section contains and explanation
of two types of adjustments that will be
made by the fiscal intermediaries to the
adjusted standardized amounts, For
discussion purposes, it is necessary to
present the adjusted standardized
amountis divided into labor and non-
labor portions, See Table 1, section VIl
of the addendum, which contains the
actual divided amounts which will be
used for calculation of prospective
payvment rates.
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a. Adjustment for Area Wage Levels

Section 1886(d)(2)(H} of the Act
requires thal an adjustment be made to
the labor-related portion of the national
and regional Federal rates to account for
area differences in hospital wage levels.
This adjustment will be made by the
fiscal intermediaries by multiplying the
labor-related protion of the adjusted
standardized amount (i.e., 79.15 percent
of the total amount) by the appropriate
wage index [or the area in which the
hospital is located. The wage indexes,
applicable for fiscal year 1984, are
presented in Table 4, section VII of the
addendum.

b. Adjustment for Cost-of-Living in
Alaska and Hawaii

As explained in section IILC.l.c.iv. of
this preamble, the statute provides for
an adjustment to take into account the
unique circumstances of hospitals in
Alaska and Hawaii. Higher labor-
related costs for these two States were
included in the adjustment explained in
section a. above. The adjustment
necessary for nonlabor-related costs for
hospitals in Alaska and Hawaii will be
made by the fiscal intermediaries by
multiplying the nonlabor portion (i.e..
20.85 percent) of the standardized
amounts by the appropriate adjustment
factor contained in the table in section
HLC.Lc.iv,

3. Federal DRG Prospective Paymen!
Rates

a. DRG Classification

As explained in section IILB. of this
preamble, all Medicare discharges will
be classified according to one of 467
DRGs. (Note that DRG No. 468 may also
be assigned when valid discharge
records contain an operating room
procedure unrelated to the Major
Diagnostic Category.)

b. Weighting Factors

The actual DRG Federal payment
rates are determined by multiplying the
standardized amounts by weights
appropriate to each discharge. These
weights are intended to reflect the
relative resource consumption
associated with each DRG, That is, each
weight reflects the relative cost, across
all hospitals, of treating cases classified
in that DRC. To establish these weights,
we used data from the MEDPAR file
(MP) (a statistical file containing coded
clinical information and billed charge
data based on a 20 percent sample of all
Medicure claims), from the Medicare
cos! reports (MCR), and from non-
MEDPAR discharge records for
Maryland and Michigan hospitals
(NMP]. Maryland and Michigan

discharge records were used to calculate
the weights for 108 DRGs that either
contained no MEDPAR cases or had too
few cases to provide a reasonably
precise estimate of the average cost of
care. Because the prospective payment
system requires the estsblishment of &
rate for all DRGs, Maryland and
Michigan records were used to calculate
the weighting factors for DRGs which
were nol prevalent in the 1881 MEDPAR
file. Discharges falling within the 109
DRGs for which non-MEDPAR records
were used to construct the prospective
payment weighting factors represent
less than .3 percent of all Medicare
discharges.
In at;rglictiou. of the 468 categories
which required the determination of
prospective payment weighting factors,
the DRG assignment program (i.e., the
MEDPAR grouper) collapsed 25 into 18
more general categories because specific
clinical information essential for the
assignment of Medicare discharges to
these DRGs was not available in the
MEDPAR data sel. For example, DRCs
106 and 107, corresponding lo coronary
bypass with and without cerdiac
catheterization, are not distinguished in
the MEDPAR file, Instead, there is a
single group (labeled DRG 107)
containing coronary bypass patients
with or without catheterization. To
derive prospective payment weighting
factors for DRGs that had been
combined in the MEDPAR data set, we
relied on the same non-MEDPAR
discharge records from Maryland and
Michigan used to construct the weights
for the 109 empty or low volume DRGs.
Based on the Maryland and Michigan
records, we first computed weighting
factors for all 468 categories. For
example, assume relative weights for
DRGs 106 and 107 as shown in the
following table:

DRG Mchigan

Mary'and

108 i nd, V3862 (30) | 12418 (80§
107 = | LATZ2 (20) | 13152 {50)

The numbers in parentheses represent
the number of discharges on which each
weight is based. The weighting factor for
DRGs 106 and 107 combined (i.e.
weighted by the number of discharges in
each DRG) is 1.3121.

We then divided the weighting factor
for the combined DRGs in the MEDPAR
data set by the combined Maryland-
Michigan weight for the corresponding
DRGs to yield an adjustment ratio.
Using our hypothetical example, if the
weighting facior for DRG 107 in the
MEDPAR file (representing DRGs 106
and 107 combined) is 1.2600, we
computed the adjustment ratio 1.2600

divided by 1.3121 or .9603. We then
multiplied all of the original Maryland
and Michigan weighting factors by this
ratio. Using our example, the revised
weights would be:

Mchigan Dited

106,
07 i i L4138 20)

]
— - 4

11925 (80) |1 250
'muoplu-»:r

The combined column, the weighted
average of the adjusted original State
weights, represents the weighting
factors for the MEDPAR DRGs that were
collapsed or otherwise combined. Thus,
in our example the hypothetical
prospective payment weighting factors
for DRGs 108 and 107 would be 1.2303
and 1.3067, respectively,

The calculation below illustrates the
use of the data in constructing the
weighting factors. The source of the data
items is given in parentheses for each
step of the calculation.

i. Computation of Adjusted Cost for
Each Case

To derive DRG weights, we first
calculated an adjusted cost for each
case by: (1) Multiplying the number of
days the patient spent in a regular room
{MP or NMP) by the hospital's routine
cost per day (MCR); (2) Multiplying the
number of days the patient spent in a
special care unit [MP or NMP) by the
hospital's special care unit cost per day
(MCR}: and (3) Multiplying the ancillary
charges for services to the patient (MP
or NMP) by the relevant departmental
ancillary cost to charge ratios (MCR) to
determine the cost of ancillary services.
All hospital routine and special care per
diem costs were standardized to July 1.
1981 to coincide with the mid-point of
the period represented in the MEDPAR
file {i.e. calendar year 1881 records).
Example 1 depicts the hypothetical
calculation of the adjusted cost per case
for a patient who spent 10 days in a
hospital in New York City. Two of the 10
days were spent in a special care unit.
During the stay, the patient incurred
charges for radiology, laboratory and
pharmacy services.

ExampLE 1. —Calculation of Adjusted Cost Per
Case for Cases Classified Within a DRG

days
o care
P o

Routine ciwo cost per
o (MCR)
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Special care cost per caro dnyi
dlom (MCR) X TMPor ™ cmie cost
= il ——
$200 o ———y 2 $200
Cost 10 Anciliary ;
Accitary chage chages _  Anciary
dopariment ralo (MP or ool
el L N
RaSOIOGY ... $080 $55
Laboratory .., 85 175 e
Prarmacy... 1.20 80 Ll
Totsl WOSTIE TR Sy 4

NoTE —Adusted Cost Por Case $1.200+ $400+
$289 . §1 880,

ii. Standardization of Adjusted Cost Per
Caose for Variation Due to Teaching
Activity and Hospital Wage Levels

The next step was to standardize each
adjusted cost per case for the effects of
variations in the level of hospital
specific teaching activity and area-
specific hospital wage levels, so that the
cost values would be ¢omparable across
hospitals. The method for standardizing
adjusted costs per case for differences
in teaching activity is as follows. First,
for each hospital with an approved
internship and residency program, we
determine the ratio of full-time
equivalent (FTE) interns and residents
per bed. We compute this ratio for each
hospital from data contained on
Medicare institutional certification
surveys where available, and from data
submitted directly by the intermediary.
We then multiply the FTE intern and
resident 1o bed ratio by 5.795 percent,
the indirect education cost adjustment
fuctor, and add the product to 1.0. This
results in a teaching activity adjustment
factor which we then use to divide the
hospital's adjusted cost per case. The
result of this division is a cost value for

each case adjusted for hospital
differences in teaching activity.

Next, we divided each hospital's
adjusted cost per case into labor related
and non-labor components. The labor
related component was derived from the
market basket and represents a fixed
share (79,15 percent) of cost per case.
This share represents the sum of the
1981 market basket relative importance
weights for wages and salaries,
employee benefits, professional fees,
business services, and miscellaneous
expenses (see Table 2, section VII of
Addendum). The labor related
component of adjusted cost per case
was then divided by the hospital's
applicable wage index from Tables 4A
and 4B. This result was added to the
non-labor component of the adjusted
cost per case to yield a revised cost per
case that is standardized for hospital
differences in teaching activity and area
wage levels. The resulting adjusted cost
values for the cases from each hospital
represent estimates of the treatment
costs that would prevail if the hospital
had no teaching programs, and paid the
prevailing national average wage rates.
Example 2 depicts the hypothetical
calculation of this standardized cost per
case,

Exaemple 2

Calculation of Standardized Cost Per Case

Adjusted cost per case =$1889

Hospital intemn and resident to bed ratio
(based on 688 bed facility with 77 FTE
interns and residents)

(77 divided by 686) divided by .1=1.1224
Education adjustment factor=5.795
percent

Adjusted cost per case, standardized for
differences in teaching activity

$1,889 divided by (1.0+(1.1224)
(.05795) = $1,773.64)

Labor-related portion of adjusted cost per
case, standardized for differences in
teaching activity

S1773.64 x.7915 = $1403.84

Non-labor portion of adjusted cost per case,
standardized for differences in teaching
activity

$1773.04 —-$1403.84=5380.80

Adjusted cos! per case, standardized for area

wage differences
$1403.84 divided by 1.3979 (Wage
index) + $369,80 = $1374.05

We did not use every case included in
the MEDPAR file and from the non-
MEDPAR discharge records for
Maryland and Michigan hospitals in
constructing the DRG weighting factors.
We were concerned that those cases of
a typically long or short duration would
distort the results. Therefore, we
eliminated all cases in each DRG for
which the standardized cost values were
outside three standard deviations from
the geometric mean of the values for the
DRG.

The average standardized cost for
each of the 468 DRGs was calculated by
summing the standardized adjusted
costs for all cases in the DRG and
dividing that amount by the number of
cases classified in the DRG. The average
standardized cost for each DRG was
then divided by the overall average
standardized cost to determine the
weighting factor.

We have depicted the construction of
the DRG prospective payment weights
and the case-mix indexes in the table
below. The table has been structured to
make DRGs 1 through 4 correspond to
the 358 DRGs with sufficient Medicare
cases in the 1981 MEDPAR data set.
DRGs 5 and 8 correspond to the 109
DRGs with insufficient Medicare cases
to which Maryland and Michigan non-
MEDPAR records were added to derive
the DRG weighting factors, Hospitals A
through E correspond to the 5853
hospitals represented in the MEDPAR
file and used to calculate the weights for
the 358 DRGs with sufficient Medicare
cases.

BILLING CODE 4120-03-M
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iif, Adjustments to the Weighting
Factors To Remove Kidney Acquisition
Costs
Weighting factors were originally

calculated including costs of kidney
acquisition. To adjust the weighting
factors in order to correct for treating
kidney acquisition costs as a special
payment under the prospective payment
system, 1981 average cadaveric and live
donor acquisition costs were used.
These average costs were obtained from
a survey of intermediaries conducted in
preparation for a report to Congress on
the End Stage Renal Diseases program,
The average cadaveric and live donor
costs were combined to obtain an
overall average kidney acquisition cost.
Further adjustments had to be made to
this average cos! since it included
capital and medical education costs and
it had not been standardized for area
wage levels or indirect teaching costs.
The adjustment for capital and direct
medical education was made based on
an estimate of the proportion of capital
and medical education costs to inpatient
operating cost. To adjust for the fact that
the average costs was a hospital
weighted average rather than a
discharge weighted average and was not
standardized, a ratio of the unweighted,
unstandardized average kidney
acquisition costs (after adjustment for
capital and medical education) to the
unstandardized, unweighted average
transplant cost was calculated. The
compliment of this ratio produces the
ﬁortion of transplanl costs unrelated to

idney acquisition and can be applied
directly to the relative weight of DRG
302 to remove the value of kidney
acquisition. This results in a revised
weighting factor for DRG 302 of 4.2266.
Once the revised weight was obtained,
the weights for all DRG's were
renormalized to assure the correct
relative values and the case-mix index
for all hospitals was recalculated. The
final weight for DRG 302, after removing
kidney acquisition cost and correcting
the relative weights was 4.2279.

4. Caleuiation of Prospective Poyment
Hates

To ease the sudden impact of a
completely new method of payment for
hospital services, the statute provides
for a three-year transition period. For
the firs! three years under the
prospective payment system, hospitals
will be paid a prospective payment rate
for each discharge that is a blend of a
hospital-specific portion and a Federal
portion. This section contains an
explanation of how each is calculated
and the formula for determining each

hospital's appropriate prospective
payment rate during the transition
period.

a. Hospital-Specific Portion

The hospital-specific portion of the
prospective payment rate is determined
in @ manner similar to the target amount
under the rate of increase ceiling
established by TEFRA. The conference
committee report expresses the
committee’s expectation that the
hospital-specific portion be based on the
best data available at the time the rate
is established for purposes of the
transition period (H.R. Rep. No. 96-47 at
p. 182). Therefore, fiscal intermediaries
will be estimating the hospital-specific
portion ameunts using the best data for
the base period cost reporting period
available prior to the hospitals entry
into the prospective payment system.
Once the amounts have been calculated.
they will be applied throughout the
entire 3-year transition period, except as
indicated below.

We believe that it is important for the
effectiveness of the prospective
payment system to ensure that payment
rates are actually prospective in their
effect and as accurate as possible based
on available data. To meet these
objectives, the hospital may submit
additional adjustment data and request
an informal reconsideration of the
determination within 3 weeks of receipt
of the intermediary's notice of base
period costs/target amount. In addition,
due to the short timeframes involved in
the initial implementation of the
prospective payment system, we are
allowing hospitals which become
subject to the prospective payment
system on or after October 1, 1983, and
before November 16, 1983 to request that
their intermediary (up to November 15,
1983) recompute their base period costs
to take into account inadvertent
omissions in their previous submissions
to the intermediary related to changes
made by the prospective payment
legislation for purposes of determining
base period costs. After the initial 3-
week period when the hospital can
submit additional adjustment data
pertaining to all base year costs,
omissions that can be considered under
this special provision are limited to
those items specified in
§ 405.474(b)(1)(iii)(B), for example,
capital-related costs, direct medical
education costs; FICA taxes, and
nonphysician services billed under Part
B

'We are also allowing hospitals to
notify their intermediaries of errors of
calculation, and we will correct such

errors when notified timely. that is,
within 90 days of the date on which the
intermediary notifies the hospital of its
rates.

Medicare fiscal intermediaries may
initiate revisions to the determination of
the hospital’s base period costs and
hospital-spacific amount as follows:

* For any reason up to the date the
hospital is subject to the prospective
payment system;

* To make adjustments for capital-
related costs and direct medical
education costs and adjustments
specified in paragraphs (b)(1)(iii)(A) and
(b)(2)(ii) of § 405.474 during the
extended reconsideration period for
hospitals beginning participation in the
prospective payment system on or afte:
October 1, 1983 and before November
16, 1983; and

* To correct errors in calculation
within 90 days of the date on which the
intermediary notifies the hospital of its
rates.

When a hospital succeeds in
appealing the disallowance of costs in
its base period. we will adjust the costs
used in determining the hospital-specific
portion for hospital cost reporting
periods beginning after the date of the
favorable appeal decision. We will not
retroactively adjust payment rates, or
adjust rates in the middle of a cost
reporting period because to do so would
undermine the prospectivity of the rates
and would undo the budget neutrality
adjustments, Therefore, we will only
allow prospective adjustments to reflect
revisions in base year costs when a
hospital successfully contests a
disallowance of costs.

If a hospital's base year costs, as
estimated for purposes of determining
the hospital-specific portion, are
determined, by criminal conviction,
imposition of a civil money penalty or
assessment, a civil judgment under the
False Claims Act (31 U.S.C. 3729-3731),
or a proceeding for exclusion from the
Medicare program to include costs that
were unlawfully claimed, the hospital's
base period costs will be adjusted to
remove the effect of the excess costs,
and HCFA will recover both the excess
costs reimbursed for the base period
and the additional amounts paid due to
the inappropriate increase of the
hospital-specific portion of the hospital’s
transition payment rates. Similarly, we
will adjust payments for the remaining
portion of the transition period to
account for the reduction in funds.

The hospital-specific portion is an
amount derived from the following
formula:
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=

Bas: your Cu"_.' ) Outlier
adjustment =

.. Base-Year Costs

Base year costs, necessary for
calculating the hospital-specific portion
of the prospective payment rates, are
developed from cost data for the 12-
month [or longer) reparting period
ending on or after September 30, 1982
and before September 30, 1983. If the
applicable period is less than 12 months,
then preceding 12-month (or longer)
period is used.

Costs in excess of the routine cost
limits (i.e., the section 223 limits) will be
excluded from base year costs in
calculating the hospital-specific portion
in the same manner as they are
excluded when determining base period
costs for the rate-of-increase ceiling
under § 405,463, This is necessary for
the following reasons.

* We wish to be consistent with
respect to interpretation of the term
‘allowable operating costs” between the
prospective payment system and the
rate of increase ceiling.

* Inclusion of costs in excess of the
limit, in determining base year costs,
would result in recognition of costs
which have been legitimately found to
be unnecessary and unreasonable in the
efficient delivery of hospital services
under section 1861{v)(1}A) of the Act.

* The method, specified in Pub. L. 88~
21, of updating base period costs would
carry forward those costs, recognized as
unnecessary and unreasonable (inflated
by the target rate percentage), into
future years,

* Because of the budget neutrality
provision of Pub. L. 88-21, the increased
base period costs due to inclusion of
costs in excess of the limits must be
offset aguinst all hospitals' costs,
Therefore, inefficient hospitals would be
adv anu;ged at the expense of efficient
nospitals.

Each hospital's total allowable Part A
tosts will be adjusted:

* To remove any capital-related
Costs;

* To remove any medical education
Cosls;

* To remove the nursing differential
previously permitted;

* To include allowable malpractice
Insurance costs:

* To include estimated FICA taxes for
those hospitals that did not incur such

uo:ats(;’or all their employees in the base
period;

Updating factor

Transition pedod

P rage DRG weight

* To remove the kidney acquisition
costs incurred by hospitals approved as
renal transplantation centers; and

* To include the costs of services that
were billed under Part B of the program
by another provider or supplier during
the base period but will be billed under
Part A as inpatient hospital services
effective October 1, 1983.

* To eliminate any higher costs
resulting from changes in accounting
principles initiated in the base period
and to exclude any base year costs that
were incurred for the purpose of
increasing base year costs or that have
the effect of distorting base year costs
as an appropriate basis of the hospital-
specific rate. This would involve, for
example, a change in the hospital's
accounting principles in pricing
inventory or change from the cash to the
accrual basis, or other actions taken to
increase base period costs such as one-
time salary bonuses and pension fund
contributions. Any costs removed from
the base period due to the operation of
this provision would only be removed
for purposes of the determination of the
hospital-specific payment rates. Such
costs, if otherwise allowable and
reasonable in amount, would be
reimbursed in the base period
settlement.

In order to make some of these
adjustments, the intermediary must
receive documentation from the
hospitals as outlined in PRM Chapter
2800 (Transmittal 291).

Total allowable Medicare inpatient
operating costs for each hospital,
resulting from the above adjustments,
are divided by the number of Medicare
discharges during the applicable base
year. The amount resulting from this
calculation will be used as the base year
cost per case for purposes of calculating
the hospital-specific portion (HSP) of the
transition period prospeclive payment
rates.

il. Case-Mix Adjustment

In order to take into consgideration the
hospital's individual case mix, the base
year cost amount is divided by the case-
mix index applicable in FY 81 (See
Table 3, section V1L, of the Addendum
which contains 1981 case-mix indexes.)
Adjusted base period costs are divided
by the hospital's case-mix index to
neutralize them for the effects of the
complexity of the mix of patients
treated.

0

The effects of individual case
complexity will be taken into account by
multiplying the hospital-specific rate by
the weighting factor for each discharge
in determining the hospital-specific
portion of payment for each case.

We have decided to adjust the
hospital-specific rate for case-mix for
the following reasons:

* [t immediately protects hospitals
from losses based on changes in current
case mix under the prospective payment
system compared to the base period,
and eliminates disincentives to changes
in services.

* It is conceplually consistent with
the long term prospective payment
approach, i.e., a specific rate for each
type of discharge.

* It will facilitate the transition to the
DRG prospective payment system by
allowing all the planning, budgeting. and
financial analysis of a hospital to be by
diagnosis.

* It is responsive to concerns raised
by major industry associations.

Current HCFA policy permits a
hospital with & statistically unreliable
case-mix index to use the higher of its
published index or the average index for
its classification cell under the case-mix
adjusted hospital cost limits published
September 30, 1982, Under those limits,
the higher a provider’s case-mix index.
the greater its reimbursement. Under the
prospective payment system transition
period, the incentives are reversed. The
lower the case-mix index, the greater
the hospital-specific portion (HSP), since
the HSP is deflated by the case-mix
index. The methodology used for
determining case-mix indexes is
comparable to that used for the hospital
cost limits published in the Federal
Register on September 30, 1982 (47 FR
43303). A case-mix index has been
calculated for each hospital based on
1881 cost and billing data. At least 50
discharges are required for a hospital's
case-mix index to be considered
statistically reliable. For those hospitals
whose case-mix index may be
statistically unreliable (i.e., indicated by
an asterisk in Table 3a), there is also an
issue of deriving an appropriate case-
mix index for the prospective payment
system.

We have decided, for prospective
payment purposes, when the case-mix
index is statistically unreliable, to use
the lower of either the published
questionable case-mix index or the
average index for the hospital’s TEFRA
cost limits classification cell, shown in
Table 3b. This revises the current policy
to conform with the changed incentive
for a hospital to seek a lower case-mix
index in view of our decision to
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calculate the HSP by DRG. We believe
this is a fair alternative absent sufficient
data to construct a statistically reliable
case-mix index. Table 3a, section VII of
the addendum, contains the case-mix
indexes for each hospital. The indexes
based on insufficient data are indicated
by an asterisk. In determining the case-
mix adjustment to the hospital-specific
rate for hospitals so indicated, fiscal
intermediaries will use either the case-
mix index from Table 3a, section VI, or
the appropriate average case-mix index
from Table 3b, whichever is lower.
Additionally, where a hospital is not
included in Table 3a {e.g., in the case of
new providers), the intermediary will
use the appropriate average case-mix
index from Table 3b.

iii. Qutlier Adjustment

The intermediary will reduce the case-
mix adjusted base year costs o take
into account outlier payments under
$§ 405.475. The case-mix adjusted base
year costs are multiplied by a factor
caleulated to take into account outlier
payments of 6.0 percent of total
payvments. This factor is 543,

iv. Budget Neutrality

The hospital-specific portion of the
payment rates will be adjusted for cost
reporting periods that begin between
October 1, 1983 and October 1, 1885, to
maintain budget neutrality in
accordance with section 1888(e)(1)(A) of
the Act. The hospital-specific portion of
the rate is set at 75 percent in the first
year and 50 percent in the second year.

An adjustment is made to the
otherwise applicable targel rate
percentage to maintain budget neutrality
of the hospital specific portion of the
payment. To determine the necessary
adjustment, we estimated expenditures
for inpatient operating costs payable
under the law as it was in effect on
April 19, 1983, the latest date prior to
enactment of the Social Security
Amendments of 1983, The appropriate
share of this estimate is compared to a
projection of aggregate payments from
the hospital-specific portion of the
prospective payment amount, For
example. if estimated outlays for
inpatient operating payments under
TEFRA would have been $10 billion, the
total payments under the hospital-
specific portion must equal $7.5 billion
(75 percent of $10 billion) for FY 84. In
making the above estimates, the statute
specifies that payments made, or
estimated to be made, for utilization
review activities be excluded. See
section VIII of the addendum which
contains a detailed explanation of
budget neutrality. The factor calculated
to maintain budget neutrality for the FY

84 hospital-specific portion is .984. (This
factor is included in the calculation of
the updating factor below.)

v. Updating Factor

The case-mix adjusted base year cost
is updated to apply to cost reporting
periods beginning on or after October 1,
1983. To update, the base year costs are
multiplied by an updating factor that is
equal to be compounded applicable
targel rate percentage (as used for the
rate of increase ceiling under revised
§ 405.463), multiplied by the adjustment
factor for budget neutrality and added to
1.0.

The target rate percentages are based
on the latest available calendar year
markel basket inflation rates plus one
percentage point. Based on the most
recent market basket data, the target
rate percentages for calendar years 1982
through 1984 are as follows:

nvatatie duia. Tho upcelod target e por
pubished n & q,::',‘;’{“m REGSTER notice.

In order to compute an updating
factor, the above target rate percentages
are compounded using the number of
months in each calendar year and
applying the adjustment factor for
budget neutrality (984 for FY 84). The
chart below shows the updating factor
for each base year month.

COMPOUNDED PROSPECTIVE PAYMENT, TARGET
RATES OF INCREASE ADJUSTED FOR BUDGET
NEUTRALITY FOR HOSPITAL-SPECIFIC POR-
TION (10/1/83 CyCLE)

And first cost
onds

R

Segt. 30, 1584
Oct 31,1984 .. d
Nov. 30, 1084 .

1f a hospital's base year cost re
period ends on a day other than those
listed above, the intermediary will use

rting

the nearest whole month to the date on
which the hospital’s cost reporting
period actually ends. For example. if a
hospital's base year cost reporting
period ends on December 27, 1982, the
inflation factor for cost reparting periods
ending December 31, 1982 will be used.

If a hospital's base year cost reporting
period is other than as specified above,
the intermediary should contact HCFA
for the appropriate updating factor.

In subsequent years, the hospital
specific rate will be increased by
multiplying the previous year's hospital-
specific rate by the updating factor. This
factor will be published annually in the
Federal Register.

vi. Example of Calculation of Hospital
Specific Rate

Assume that a hospital's base year
costs equal $3,000, its case-mix index is
1.0235, the outlier adjustment is 943 (i.e,
1.0~0.057), and the prorated updating
factor for its cost reporting period is
1.14258. The hospital specific rate would
be computed as follows:

Base yeur
CoMs

Howplits!
spociti

rate

Updating
x -
Caso-mix f‘
L}

30060

1.0235

943 114258 SI71.5

vii. Calculation of Hospital-Specific
Portion

The hospital-specific portion of a
hospital's trunsition payment rate for a
given discharge is calculated by:

Step }—M:ﬁ:iplying the hospital-
specific rate by the appropriate percent
(as explained in section 4.c. below).
(Following the end of the 3-year
transition period, the hospital-specific
portion will no longer be determined for
hospitals participating under the
prospective payment system, excep! for
sole community hospitals, which will
continue to be paid a rate based on the
first-year transition rates.)

Step 2—Multiplying the amount from
Step 1 by the specific DRG weighting
factor applicable to the discharge (see
Table 5, section VII of the addendum).

viij. New Providers

A relatively small number of hospitals
are likely to begin operation during the
transition period. For these new
providers there is no historical cost
experience on which to base a target
amount. The report of the Committee on
Ways and Means, in considering H.R.
1900 H.R. Rep. No. 98-25, 96th Cong. 1s!
Sess, 137 (1983), expresses
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Congressional intent that such hospitals
be included under the prospective
pavment system. The Committee
expects the Secrelary to make
“appropriate provision" for applying &
prospective payment rate. Although the
Committee report suggests that this
might be accomplished by applying the
average hospital operating cost limit for
the classification group applicable to the
new provider's location and bed size.
we believe an allernative method of
paying new providers is more
appropriate in view of the other
udjustments necessary in computing the
hospital-specific rate, and because we
have no historical data or experience
that would justify such a policy,

For new providers, we will not apply
the hospital-specific portion of the
prospective paymenl rate; Instead, full
payment to these providers will be
based on a blend of regional and
national Federal rates only. That is,
rather than following the phase-in
period as described in section 111, C4.c,
of this preamble (i.e., blending a
hospital-specific rate with a Federal
rate), new providers will use a phase-in
methodology combining regional and
national Federal rates only, as described
in section HL C4.d. of this preamble.

b. Federal Portion

I'he Federal portion of the prospective
rate, during the transition period, is a
percentage of the Federal prospective
tate. The applicable percentages for
each year are presented in section c.
below. During the first year of the
transition period, the Federal rate will
be derived from the regional urban and
rral standardized amounts. During the
stcond and third year of the trunsition
period, the Federal rate will be
comprised in part from regional urban
and rural standardized amounts and in
part from national urban and rural
vandardized amounts.

The Federal rates are determined by:

Step 1—Selecting the appropriite
regional or national adjusted
Yandardized amount considering the
ocation and urban/rural designation of
the hospital (see Table 1. section VII of
e addendum);

Step 2—Multiplying the labor-related
portion of the standardized amount by
the appropriate wage index:

_olep 3—For hospitals in Alsska and
Hawaii, multiplying the nonlubor-

related portion of the standardized
imount by the appropriate cost-of-living
idjustment factor:

Step 4—Summing the amounts from
step 2 and the nonlabor portion of the
Sandardized amount (udjusted if
“Ppropriate under step 3); and

Step 5—~Multiplying the final amount
from step 4 by the weighting factor
corresponding to the appropriate DRG
classification,

¢. Phase-In Period

The total pfospective payment rate
containing the hospital-specific portion
and the Federal portion for discharges in
a given cost reporting period are
calculated as described below.

i. For cosl reporting periods beginning
on or after October 1, 1983 and before
October 1, 1984, the prospective
payment rate is equal to the sum of:

(A) 75 percent of the hospital-specific
rate, plus

(B) 25 percent of the appropriate
Federal prospective rate. The Federal
rate will be 100 percent of the regional
rate for discharges occurring before
Oclober 1, 1984. After that date the
Federal rate will be 75 percent of the
regional rate and 25 percent of the
national rate.

ii. For cost reporting period beginning
on or after October 1, 1984 and before
October 1. 1985, the prospective
payment rate is equal to the sum of:

(A) 50 percent of the hospital-specific
rate, plus

(B) 50 percent of the Federal
prospective rate. The Federal rate will
be 75 percent of the regional rate and 25
percent of the national rate for
discharges occurring before October 1.
1985. After that date the Federal rate
will be 50 percent of the regional rate
and 50 percent of the national rate.

iii. For cost reporting periods

* beginning on or after October 1, 1985

and before October 1, 1988, the
prospective payment rate is equal to the
sum of:

(A) 25 percent of the hospital-specific
rate; plus

(B) 75 percent of the Federal
prospective rate. The Federal rate will
be 50 percent of the regional rate and 50
percent of the national rate for
discharges occurring before October 1,
1986. After that date the Federal rate
will be 100 percent of the national rate.

iv. For cost reporting periods
beginning on or after October 1, 1986, all
hospitals [including hospitals that begin
operation on or after that date) paid
under the prospective payment system
will be paid at the national Federal
prospective payment rates, except for
those hospitals eligible for special
treatment as provided in § 405,476,

d. Phase-In Period for New Providers

As was stated in segtion 1LC.4.a.xiii.
above, new providers will be paid
prospective payment rates based
entirely on the Federal rates, Therefore,
in determining prospective payment

rates for new providers, we will blend
the regional and national Federal rates
as follows:

i. For discharges occurring on or after
October 1, 1983 and before October 1,
1984, the prospective paymen! rate is
equal to the regional Federal
prospective rate.

ii. For discharges occurring on or alter
October 1, 1984 and before October 1,
1985, the prospective payment rate is
equal to the sum of:

{A) 75 percent of the regional Federal
prospective rate, plus

(B) 25 percent of the national Federal
prospective rate,

iil. For discharges occurring on or
after October 1, 1985 and before October
1, 1986, the prospective payment rate is
equal to the sum of:

[A) 50 percent of the regional Federal
prospective rate, plus =

{B) 50 percent of the national Federal
prospective rate.

iv. For discharges occurring on or
after October 1, 1886, the prospective
payment! rate will equal the nationnal
Federal prospective payment rates.

e. Annual Update of Schedule of
Standardized Amounts

i. Update of Stendardized Amounts for
FY 85

For FY 85, the average standardized
amount determined for FY 84 will be
increased by the estimated applicable
percentage change in the cost (excluding
non-operating costs) of the mix of goods
and services comprising routine,
ancillary, and special care unit inpatient
hospital services for FY 85 over those in
FY 84 (i.e., market basket), plus 1
percentage point. HCFA will use the
market baskel index that appropriately
weights indicators of changes in wages
and prices that are representative of the
mix of geods and services included in
inpatient hospital operating services.
Additionally, the updated standardized
amounts for FY 85 will be adjusted for
“outliers", for unbundling. and for
adjustments that may be necessary to
maintain budget neutrality. We will
publish a notice in the Federal Register
by September 1, 1984 announcing the
updated standardized amounts,

il Update of Standardized Amounts
Beginning—FY 86

Faor years beginning with FY 86 (i.e..
applicable for cost reporting periods
beginning on or after October 1, 1985),
the Secretary will determine the update
factor which will take into account
amounts necessary for the efficient and
effective delivery of medically
appropriate and necessary care of high
quality,
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In determining the update factor, the
Secretary will take into account such
factors as changes in the market baskel,
productivity, technological and scientific
advances, quality of health care, the
long-term cost-effectiveness of the
program, and recommendations of a
commission of independent experts, the
Prospeclive Payment Assessment
Commission. This commission will be
appointed by the Director of the
Congressional Office of Technology
Assessment to review the adequacy of
the payment rates and to make
recommendations to the Secretary.

The Secretary’s proposed update
factor and the recommendations of the
commission will be published in the
Federal Register for public comment by
June 1 each year. The final percentage
increase will be published by September
1 each year.

HCFA will adjust the DRG
classification and weighting factors for
FY 86 and at least once every four years
thereafter to reflect changes in
treatment patterns, technology, and
other factors that may alter the
consumption of hospital resources.
Adjustments may be made to individual
DRG classifications and would not
necessarily involve rebasing the entire
classification system. The Commission
shall consult with and make
recommendations to the Secretary with
respect to the need for adjustments.

D. Additional Payment Amounts

In addition to prospective payment
rates per discharge, payments will be
tl';\eude for items or services as specified

low.

1. Outliers

Section 1886(d)(5)(A) of the Act
requires that additional amounts be paid
for atypical cases known as “outliners".
These cases are those that have either
an extremely long length of stay or
extraordinarily high costs when
compared to most discharges classified
in the same DRG.,

The regulations on outlier payments
are at § 405475, These regulations
provide that a discharge will qualify as
an outlier if the length of stay exceeds
the average length of stay for discharges
in the DRG by a fixed number of days or
a fixed number of standard deviations,
whichever is the fewer number of days.
A per diem payment will be made for
each covered day of care beyond the
outlier threshold, Upon the request of a
hospital, an extraordinarily high cost
case, that does not qualify as an outlier
based on length of stay, will qualify for
an outlier payment if covered charges,
adjusted to operating cost, exceed a
fixed multiple of the Federal prospective

payment rate or a fixed dollar amount
whichever is greater, (See IL}.1.d.i.C. of
this preamble for a discussion of
medical review of outlier claims).

Since total outlier payments mus? be
between 5 and 6 percent of the total
prospective payments estimated for the
fiscal year, the specific criteria for
determining whether a case qualifies for
an outlier payment may change each
fiscal year and will be published as part
of the annual notice setting forth the
standardized amounts and factors
necessary to determine prospective
payment rates, The FY 84 threshold
criteria are published in the addendum
to the regulations. These criteria should
result in outlier payments approximating
6.0 percent of the estimated FY 84 total
prospective payments (including outlier
payments), As explained elsewhere in
this preamble, we have adjusted the
amount of basic prospective payment
rates to achieve this result (section
[IL.C.1.e.ii and IIL.C.4.a.iii).

We are providing that a discharge in
FY 84 will be considered an outlier if the
number of days in the stay exceeds the
mean length of stay for discharges
within that DRG by the lesser of 20 days
or 1.94 standard deviations. The first
criterion will primarily identify cases in
the long-stay. resource intensive DRGs,
whereas the second criterion should
identify slightly less than 2 percent of
the cases within primarily short-stay
DRGs as outliers. In total, we estimate
5.1 percent of all cases will qualify as
day outliers.

We established the day outlier criteria
based on the geometric mean length of
stay for each DRG. We used the
geometric mean (the antilogarithm of the
mean of the logarithms of length of stay)
instead of the arithmetic mean because
the length of stay data are highly
skewed. That is, there are cases at the
high end of the distribution which are
not matched at the low end. This occurs
because, while there is no limit to how
long an inpatient stay can be, the
number of days can never be below
zero, By using the geometric mean, the
percent of cases that will be outliers
within each DRG is more predictable.
Overall, the geometric criteria will
identify a smaller percentage of total
discharges as outliers. However,
because the geometric mean is lower
than the arithmetic mean, the per diem
payment rate under the geometric
criteria is higher,

For FY 84, we are also providing that
a discharge that does not qualify as a
day outlier will be considered a high
cost outlier if the cost of covered
services exceeds the greater of 1.5 times
the Federal rate (regional) for the DRG
or $12,000. Both criteria will be adjusted

for area wage differences. The first
criterion will operate only for the
relatively few DRGs with a Federal rote
of $8,000 or more. In most cases, the
$12,000 criterion will operate. In total,
we estimate .9 percent of all cases will
qualify as high cost outliers.

We selected criteria that will result in
substantially more cases being
identified as day outliers than as cos!
outliers for two basic reasons. First. the
identification and payment
determination for day outliers will be an
automatic feature of the intermediary
bill processing system. Hospitals must
identify and specifically request
payment for cost outliers and the
intermediary mus! review and make a
payment determinationin each case.
Thus, cost outliers carry a greater
administrative burden for both hospitals
and HCFA. Second, because the
application of the outlier criteria is
sequential (a disch cannot be
considered a cost outlier if it meets the
applicable day outlier criterion), the day
outlier criteria would have to be set very
high and the cost criteria would have to
be set very low in order to obtain an
even allocation of payments between
types of outliers. A low threshold for
cost outliers could result in outlier
payments simply because the hospital is
a high cost provider, and not as a direc!
consequence of extraordinary services
provided an individual patient.

The statute specifies that the outlier
payments should approximate the
marginal cost of care beyond the cat-ofi
criteria. Marginal cost is the change in
total cost associated with a one unit
change in output. Due 1o the presence of
fixed costs, the marginal cost of care is
generally less than the average cost. In
the short run, marginal cost is usually
low since hospitals cannot respond to
volume changes by immediately
adjusting costs such as labor. Depending
on the measure of output (days,
admissions or services) and the time
interval examined, estimates of
marginal cost have ranged from 21
percent to over 90 percent of average
cost. The analyses sugges! that the
short-run marginal cost to average cost
ratio is less than .58 and with patient
days as the measure of output, as low as
.22. (}. Lipscomb, 1. Raskin, and J.
Eichenholz, “The Use of Marginal Cos!
Estimates in Hospital Cost-Containmen!
Policy;" Hospital Cost Containment:
Selected Notes for Future Policy. ed. M.
Zubkoff, I. Raskin, and R. Hanft (New
York: Prodist, 1978), pp. 527-532.)

To date, the estimates of the ratio of
marginal cos! to average cost have been
based on total costs, including capital-
related and medical education costs. We
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believe an estimate of marginal cost to
average operating costs would be
somewhat higher.

Therefore, the regulations provide that
the marginal cost of outlier care will be
based on a 80 percent factor,

For day outliers, an additional per
diem payment will be made for each
covered day of care beyond the
threshold (including SNF-level days of
care when a SNF bed is not available).
The per diem payment will be based on
80 percent of the average per diem
Federal rate for the DRG. The average
per diem payment is determined by
dividing the wage-adjusted Federal rate
for the DRG by the mean length of stay
for that DRG. For cost reporting periods
beginning on or after October 1, 1983,
and before October 1, 1984, the Federal
rate will be 100 percent of the regional
prospective payment rate. During the
remainder of the transition period, it will
be a combination of the Federal national
and regional prospective payment rates,

For high cost outliers, the regulations
provide that the additional payment will
be based on 60 percent of the difference
between the hospital's adjusted cost for
the discharge and the threshold, The
cost of the discharge will be determined
by multiplying the billed charges for
covered services by .72, This figure
represents a national ratio of Medicare
inpatient operating costs to Medicare
inpatient charges and was derived from
an analysis of the cost and billing data
used to establish the DRG relative
weights. We are removing the non-
operating costs since payment for these
costs will be made on a reasonable cost
basis. The cost will be further adjusted
to exclude an estimate of indirect
medical education costs. This
adjustment is necessary since payment
for indirect teaching costs is separately
determined based on total federal DRG
revenue. If these costs were not
removed, we would be paying for them
twice. For those few hospitals who
receive a Section 602(K) waiver (see
Part V of this preamble), the cost will
also be adjusted to include the
reasonable charges for non-physician
services billed by the outside supplier.

The following is an example of iow
the additional payment will'be
determined for a high cost outlier:

Step 1—Determination of the
Hospital's Cost:

Baed Charges =$35000, ..

Nasonal Rato of Cost o Charges...______ 72
Educatonal Adjustment Facsor.... ... 11024
Hospi- $35,000 % .72
tal's = — = 521194
cost 11024

© T
Step 2—Determination of Outlier
Threshold: i
Feceral DRG Rat0=$3800... ... . . __
T T _— 1.10
Labor-Related Portion ... == 7915
Non-Labor Related Portion 2085

+ Since 1.5 times the DRG rate would be
less than $12,000, the threshold will be
based on $12,000

Wage-Adjusted
Threshold = ($12,000 %.7915 %1
10} + (12,000 % .2085) = $12,949.

Step 3—Determination of Qutlier
Payment: Outlier
Payment=($21,134 - $12.949) % 6
0% =94,911."

*This payment will be included in total
Federal DRG revenue for puposes of the
educational adjustment.

The relationship between the
educational adjustment factor and
outlier payments is as follows:

* The additional payment for indirect
medical education costs is iniended to
account for a variety of factors which
may legitimately increase costs in
teaching institutions. Since many of
these factors are as applicable to the
outlier portion of an inpatient stay as
they are applicable to the non-outlier
portion, an additional payment will be
made for the indirect medical education
costs associated with the marginal cost
of outlier care.

¢ The additional payment for indirect
medical education costs associated with
length of stay outliers will be
determined by applying the educational
adjustment factor to the outlier
payment. In the case of a high cost
outlier, the hospital's costs include
indirect teaching costs that must be
removed before determining the amount
of the outlier payment. Once the outlier
payment has been determined, the
additional payment will be made for the
associated indirect medical education
costs by applying the educational
adjustment factor to the outlier
payment.

2. Alternate Placement Days

Medicare provides for continued
coverage when a beneficiary who no
longer requires an acute level of hospital
care remains hospitalized because
medically necessary skilled nursing
facility (SNF) services are not available.
Until the 1980 and 1981 Reconciliation
Acts, reimbursement for these alternate
placement days was at the regular
hospital rate. In order to reduce program
expenditures and encourage the
conversion of excess hospital beds into
long-term care beds, Congress passed
section 1861(v)(1)(G) of the Social

Security Act which provides that
alternate placement days must be
reimbursed at the estimated Medicaid
SNF rate if there are excess hospital
beds in the facility or in the area. If
there are no excess hospital beds,
reimbursement is at the regular acute
care hospital rate.

The reimbursement provisions of
section 1861(v)(1)(CG) have not been
implemented. As a result, the SNF-level
alternate placement days have not been
distinguished from other inpatient
hospital days and are included at full

_cost in the data bases used to establish

the prospective payment rate. Given the
presence of the allernate placement
days in the data base and in view of the
incentive hospitals will have under the
prospective payment system to reduce
the incidence of alternate placement
days by locating available SNF beds in
the area or converting excess capacity
to SNF beds, we are continuing to treat
alternate placement days the same as
other inpatient hospital days. No
separate payment will be made for the
alternate placement days occurring in &
regular inpatient stay. However,
medically necessary SNF-level days of
care will continue to constitute covered
inpatient hospital services and will
qualify for an outlier payment when the
outlier threshold is crossed.

3. Additional Payments on Reasonable
Cost Basis

a. Capital-Related Costs

In accordance with the statute,
payment for capital-related costs (as
described in § 405.414) will be
determined on a reasonable cost basis.
During the transition period. the capital-
related costs must be determined
consistently with the treatment of such
costs for purposes of determining the
hospital-specific portion of the hospital's
prospective payment rate.

b. Direct Medical Education

In accordance with the statute, the
direct costs of medical education
programs will be reimbursed on the
basis of reasonable cost subject to
applicable regulations in Subpart D.

¢. Direct Medical and Surgical Services
of Teaching Physicians

Payment for direct medical and
surgical services of physicians in
teaching hospitals will be made on a
reasonable cost basis under § 405.465
where the hospital exercises the election
as provided for in § 405.521(d).

4. Bad Debts

An additional payment will be made
to each hospital in accordance with
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§ 405.420 for bad debts attributable to
deductibles and coinsurance amounts
related to covered services received by
beneficiaries.

5. Indirect Medioal Education

Section 1886{d)(5)(B) of the Act
provides for additional payments te be
made to hospitals under the prospective
paymen! system for the indirect costs of
medical education. This payment is
computed in the same manner as the
indirect teaching adjustment under the
notice of hospital cost limits published
September 30, 1982 (47 FR 43810), except
that the educational adjustment factor is
to equal twice the factor computed
under that method.

If a hospital has 4 graduate medical
education program approved under 42
CFR 405421, an additional payment will
be made equal to 11.59 percent of the
aggregate payments made to the
hospital, based on the Federal portion of
prospective payments and outlier
payments related to those portions, for
each .1 increase {above zero) in the
hospital’s ratio of foll-time equivalent
[FTE) interns and residents (in approved
programs) to'its bed size. The nomber of
full-time equivalent interns and
residents is the sum of:

1. Interns and residents employed for
35 hours or more per week, and

2. One half of the total number of
interns and residents working less than
35 hours per week [regardless of the
number of hours worked).

For purposes of this adjustment, a
hospital will be allowed to count anly
interns and residents in teaching
programs approved under 42 CFR
405421 who are employed at the
hospital. Interns and residents in
unapproved programs and those who
are on the hospital's payroll but furnish
services at another site will not be taken
into account in making this adjustment
nor will interns and residents employed
to replace anesthetists. In determining
the amount of the adjustment, the fiscal
intermediary will use the number of
interns and residents employed at the
end of the immediately preceding cost
reporting period.

The teaching adjustment does not
apply to any hospital not paid under the
prospective payment system, such as
those hospitals or distinct part
psychiatric-and rehabilitation units that
are paid-on a reasonable cost basis,
since the payments to those facilities
already include the indirect costs of
medical education. Therefore, the
number of beds in an excluded
psychiatric and rehabilitation unit, as
well as interns and residents assigned
those units, may not be included in
calculating the ratio of interns and

residents to beds. However, due to the
way in which the adjustment factor was
originally computed, interns and
residents working in outpatient areas
and emergency rooms should be
included in the calculation of the ratio.
In the original computation of the
adjustment factor, interns and residents
working in these areas were included in
the analysis, even though the costs were
excluded. Further, these areas would not
affect the bed count assigned to the
facility. Therefore, if we were to exclude
these interns and residents in applying
the factor, the amount of the adjustment
would be incorrect because we would
be altering only one element of the
variable and failing to maintain
comparability between the methodology
used for developing the adjustment
factor and subsequently standardizing
hospital costs based on that factor.

Congress was particularly concerned
that the prospective payment system not
have an adverse impact on teaching
hospitals because these hospitals
provide an essential service in that they
assure a continuing supply of essential
health care personnel. As a result, the
statute requires that the teaching
adjustment factor under the prospective
pavment system be computed in a
manner similar to the adjustment in
effect on January 1, 1983, except the
adjustment factor shall equal twice the
factor determined under that method.

In computing the education
adjustment for the prospective payment
system, we caloulated the adjustment
factor from 1981 base year cost data
using the same methodology used to
calculate the indirect medical
adjustment figure from 1980 cost data
for the cost limits in effect on January 1,
1983. We used this method, rather than
simply multiplying the previous
adjustment factor by 2, because we
wanted to relate the payment rate and
the adjustments to the same data base,
1981 cost data, before doubling the
adjustment factor.

The teaching adjustment factor is
computed by comparing the inpatient
operating costs of &ll hospitals. Using
the ratio of FTE interns and residents to
beds as a variable to measure relative
intensity of teaching activity, we
estimated the effect of teaching activity
on operating costs through regression
analysis in the same manner as used
previously. Since the 1980 data base
used to calculate the leaching
adjustment factor in effect on January 1,
1983, did not include malpractice
insurance as an operating cost, while
the prospective payment system
includes malpractice insurance as an
operating cost, it is inappropriate lo
update the data before doubling the

adjustment factor. Additionally we have
a new series of case-mix indexes and
wage indexes (i.e., based on 1981 data)
10 be included. Therefore, we have
recomputed the adjustment fector using
the same data used to calculate the
standardized amounts and doubled that
result.

The resulting teaching adjustment
factor is 11.59 percent. The adjustment
factor is applied only to revenue under
the Federal portion of the payment rates.
Since the hospital-specific portion of the
rates is based on the hospital's actual
allowable costs, this portion already
includes the higher costs of indirect
education in an individual hospital.
Therefore, it would not be appropriate
to increase this portion of the
prospective payment rates further.

An example of the application of
indirect teaching adjustment payment
follows:

A 686-bed hospital in Queens County, New
York has a total revenue from the Federal
portion of the prospective payments of $1.32
million. The hospital employed 77 FTE interns
and residents in approved teaching programs
on Séptember 30, 1983 (their cost reporting
period ending date).

77 divided by 886 =.11224 [ratio of intems
and residents to beds) divided by .1=1.1224
(adjusted ratio).

Federal portion of DRG revenue x teaching
adjustment factar X adjusted
ratio = additional payment amount
$1,320,000 X 1176 x 1.1224 =5174,232,

The indirect teaching adjustment
payment is an annual lump sum
additional payment to teaching
hospitals. However, to alleviate' cash
flow problems for these hospitals, the
intermediary msy include estimated
teaching adjustment amounts in the
periodic payment to the hospital. If a
hospital does not have a graduate
medical education program approved
under 42 CFR 405,421, the education
adjustment will not apply.

E. Interim Payments
1. General

The prospective payments for
inpatient hospital operating cos!s (a
blend of hospital-specific and Federal
payment rates during a 3-year transition
period), including amounts for outlier
cases, are intended to represent final
payment for services rendered.
Excluded from inpatient operating cos!s
are capital-related costs and direct
medical education costs. (See
§ 405.2102(e)(1) regarding kidney
acquisition costs in hospitals approved
as renal transplantation centers.) These
costs and the costs of services rendered
to inpatients under Part B when Part A
benefits are not payable and outpatient
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services continue to be reimbursed on a
reasonable cost basis. In addition,
payments to hospitals and distinct part
hospital units which are exempt from
the prospective payment system
continue to be made on a reasonable
cost basis.

Prior to implementation of the
prospective payment system, hospitals
may receive interim payments for their
costs of covered inpatient and
outpatient services furnished to
Medicure beneficiaries as described in
42 CFR 405.454(a) through (j). Those
interim payments are computed to
approximate as closely as possible
uctual reimbursement which will be
determined at year end based on the
hospital's submitted cost report. There
ire two methods of interim
reimbursement for inpatient hospital
SETVICEeS.

One method is based on actual bills
submitted by the hospital. Under this
method, interim pavments are
calculated by applying a predetermined
per diem amount to the number of days
reflected on actual bills or by applying a
predetermined percentage to the charges
reflected on the actual bills submitted.
The predetermined per diem amount or
percentage factor applied to billed
pstient days or charges represents an
ectimate of the hospital's costs as
related to days or charges which will be
incurred.

Under the second method, referred to
45 the periodic interim payment (PiP)
method, interim pavments are not made
based on individual bills. Instead, total
reimbursable cost for the year is
estimated and periodic level payments
are made 10 hospitals without regard to
the submission of individual bills, Under
either interim reimbursement method,
any over or under estimation of the
hospital's actual costs, to the extent not
edjusted during the year, is adjusted at
the time of cost report settlement.

_ Eliective with cost reporting periods
bezinning on or after October 1, 1983,
hospitals subject to the prospective
payment system for Part A inpatient
services will be paid a prospectively
determined amount for each discharge
used on getual bills submitted. Such
pavment constitutes final payment for
each discharge claimed. On the other
hund, hospitals meeting the
(ualifications for PIP in § 405.454(j) may
‘vil to receive level biweekly payments
roresenting their estimated annual
Prospective amounts. Only in this
tircumstance would year-end
reconciliation be required,

Payments for costs of capital-related
"ml, direct medical education costs and
for kidney acquisition costs in hospitals
ipproved as renal transplantation

centers, which are payable on a
reasonable cost basis, continue to
require interim payments and a vear-end
reconciliation based on a submitted cost
report. In addition; the indirect teaching
adjustment, if appropriate, will be paid
on an interim basis subject to final
settlement.

Interim payment for all services under
the prospective payment system are
specifically addressed in a new
§ 405.454(m). Cost of services rendered
to inpatients under Part B when Part A
benefits are not payable and rendered to
outpatients continue to be reimbursed as
currently addressed in § 405.454.

2, Methodology for Determining
Payments Under PPS

Except for hospitals qualifying to
receive payments under the PIP method,
prospective payments for Part A
inpatient operating costs will be made
on the basis of a submitted bill. Such
payments represent final payments and
are not subject to retroactive adjustment
at the end of the hospital's fiscal year.
Payment for outlier cases may be
computed and paid only after the
intermediary is assured that the outlier
claim is justified. Payment for outliers
resulting from extraordinary costs, i.e.,
cos! outliers, must be requested by the
hospital and are payable after approval,
subject to a medicafreview
determination. Payment for day outliers,
i.e., outliers resulting from length of stay
exceeding the day outlier threshold
criteria for the DRG, need not be _
specifically requested by the hospital
and can be paid after a medical
necessity determination is made, along
with the prospective payment for the
discharge.

We recognize that errors can be made,
and adjustment bills to correct errors
will be submitted after the initial bill is
submitted. Such adjustment bills will be
scrutinized closely to ensure correctness
and completeness. Copies of medical
records or other evidence may be
requested to documen! procedures,
diagnoses, etc.

Hospitals (including hospitals not
previously on PIP) that meet the
qualifications in § 405.454(j) may elect to
receive their prospective payments in
the form of level payments. They may
convert to payments on a per discharge
basis at any time. For hospitals making
the election to receive level payments,
the interim payment amount will be
based on the total estimated discharges
for the reporting period multiplied by the
hospital's estimated average prospective
payment amount. This amount is the
blended sum of the hospital-specific rate
and the Federal rate multiplied by the
hospital's case-mix index. The total

estimated annual amount will be paid in
26 equal biweekly payments. The
payments will be reviewed and adjusted
at least twice during the reporting period
and are subject to final settlement at
year end. For hospitals making this
election, payment for outliers will not be
included in the biweekly payments.
Rather, the payments for both day and
cost outliers, after medical review
approval, will be paid based on
submitted bills. These additional
payments will be final with no
refroactive year end adjustment.

During the early period that a hospital
first becomes subject to the prospective
payment system, some patients
discharged will have been adgitted in
the prior period. Prospective payments,
must be adjusted for the portion of the
stay occurring in the prior period which
was reimbursed on a reasonable cost
basis. The adjustment will be made by
subtracting from the prospective
payment rate (made either on the basis
of a bill or on level payments) the
hospital's interim reimbursement for
inpatient operating costs applicable to
the days in the prior period. The interim
reimbursement applicable to the prior
period must be adjusted to exclude costs
related to capital and direct medical
education.

Accelerated payments will be
available only to hospitals not electing
1o receive level payments and which
demonstrate the existence of cash flow
problems caused by a temporary delay
in preparing and submitting bills to the
intermediary beyond its normal billing
cycle.

For items applicable to inpatient
hospital services not reimbursable on a
prospective basis [capital-related and
direct medical education costs and for
kidney acquisition costs in hospitals
approved as renal transplantation
centers, and the indirect teaching
adjustment), interim payments will be
made subject to final settlement. Interim
payments for capital-related and direct
medical education costs and for kidney
acquisition costs in hospitals approved
as renal transplantation centers will be
determined by estimating the
reimbursable amount for these costs for
the year, using Medicare principles of
cost reimbursement, and dividing it into
26 equal biweekly payments. If
appropriate, these payments will be
combined with the biweekly interim
payments for inpatient services subject
to the prospective payment system. The
estimated amount may be based on the
previous year’s experience and on
additional substantiated information for
the current year. The interim payments
will be reviewed and adjusted at least
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twice annually by the intermediary with
finul settlement based on a submitted
cost report.

Level payments on a biweekly basis
for capital-related and direct medical
education costs are required-and are not
ai the hospital's option. Interim payment
on the basis of a percentage of billed
charges or on an average cost per diem
will no longer be available to hospitals
subject to prospective payment for Part
A inpatient services.

The indirect teaching adjustment is
calculated bused on the Federal portion
of the prospective payment amount. To
estimate the adjustment, the hospital's
total discharges for the reporting period
and the ratio of full time equivalent
(FTE) interns and residents to the
number of hospital beds must be
estimated and multiplied by the
education adjustment factor, The total
estimated annual amount of the
adjustment will be divided into 28
biweekly payments and combined with
inpatient costs reimbursed on &
reasonable cost basis. This estimate is
subject to year end adjustment.

To reflect these changes, § 405.454(a)
has begn revised and a new paragraph
(m}) has been added to § 405,454,
“Payments to providers”,

F. Change of Ownership

The circumstances under which a
change of ownership is recognized are
described in 42 CFR 489.18, Under prior
law, which reimbursed reasonable costs
and required that providers file cost
reports, the last cost reporting period
ended and a new one began on the date
a provider changed ownership. Costs
were accumulated, reported, and
reimbursed accordingly. Under the new
law, Medicare prospective payments for
inpatient operating costs are to be made
on a discharge basis, so that the correci
amount of the payment cannot be
known until the beneficiary is
discharged from a hospital. Further, the
payment represents full payment for the
enlire patient stay.

In accordance with regulations at
§ 405.477(f), payment for inpatient
operating costs, including outlier
payments and payments for indireat
teaching costs, will be made to the legal
owner or operator of the hospital as of
the date of discharge, without proration
between the buyer and seller It 13 the
intent of the Medicare program that any
adjustments to any prospective
payments be negotiated by the former
and new owners as they see fil, without
Government involvement or
interference. The capital-related costs
and the direct costs of approved medical
education programs will continue 10 be
reimbursed on a reasonable cost basis

As such, each party to the sale will be
reimbursed for these costs in
accordance with the costs incurred and
the return on equity capital in the case
of for-profit hospitals during each
party's respective period of
participation.

There is no change to our rules and
policies with respect to revaluation of
assets, treatment of goodwill, etc., upen
the sale, transfer or other change of
ownership. The direct capital-related
costs and costs of approved medical
education programs will continue to be
paid on the basis of reasonable costs,
and there will continue to be a need to
accumulate costs and charges
separately for the pre- and post-change
of ownership so that those costs can be
properly allocated.

G. Special Treatment of Sole
Community Hospitals, Christian Science
Sanitoria, Cancer Hospitals, Referral
Centers, and Certain Kidney Acquisition
Costs Incurred by Renal Transplantation
Centers

Section 1886(d}(5)(C) of the Act
authorizes the Secretary to make certain
exceptions and adjustments to the
prospective payment rates under
circumstances as he or she deems
appropriate, The Secretary is authorized
to make adjustments for:

* Regional and national referral
centers,

» Hospitals with disproportionate
numbers of low income and/or
Medicare beneficiaries,

* Sole community hospitals,

* Hospitals extensively involved in
treatment for and research on cancer,

» Hospitals in Alaska and Hawaii
(addressed in section lILC. of this
preamble), and

¢ Other exceplions and adjustments
as the Secretary deems appropriate.

1. Sole Community Hospitals (SCHs)

Section 1886{d)(5}{C)(ii) of the Act
requires the Secretary to take into
account the special needs of SCHs by
using a special payment formula for
hospitals so classified. The law defines
SCHs as those that, by reason of factors
such as 1solated location, weather
conditions, travel conditions, or absence
of other hospitals (as determined by the
Secretary), are the sole source of
inpatient hospital services reasonably
available to individuals in a geographic
area who are entitied to benefits under
Part A of the program Regulations
regarding SCH exceptions are set forth
al §405.476.

o. Criteria for SCH Status

A hospital will be classified as an
SCH for purposes of the prospective

payment system and receive paymen!
adjustments if the hospital has an
approved exemption from hospital cost
limits (see § 405.460) as an SCH prior to
October 1, 1983. However, if there is 4
change in circumstances affecting this
classification under the cost limits, the
classification for purposes of
adjustments under prospective payment
will be reevaluated in accordance with
other criteria explained below,

Hospitals which have not been
approved for an exemption prior to the
effective date of these regulations mus!
be located in a rural area and meet one
of the following criteria in order to be
classified as a SCH.

i. The hospital is located more than 50
miles from other like hospitals; or

it. The hospital is located between 25
and 50 miles from other like hospitals
and either:

* No more than 25 percent of the
residents in the hospital's service ares
are admitted to other like hospitals for
care, or

* Because of local topography.
weather, etc., the other hospitals are
generally not accessible for more than
one month during a 12-month period: or

iii. The hospital is located between 15
and 25 miles of other like hospitals and
because of local topography, weather
elc., the other hospitals are generally not
accessible for more than one month
during a 12-month period.

We recognize that it might be to a
hospital's advantage in certain instances
to give up its SCH classification and
elect 10 be reimbursed under the
prospective payment system as other

“hospitals in the region. Although

Congress did make special provisions
for SCHs, we do not believe it was the
Congressional intent to permit hospituls
to continually alter the method under
which they are reimbursed solely to
maximize reimbursement Therefore. we
are permitting hospitals to voluntarily
give up their SCH classification at any
time.

However. this decision 18 irrevocdbly
unless all other hospitals within 50 miles
close.

A SCH classification 1s not availablc
for those hospitals located within 15
miles of another hospital nor for those
located in an urban area unless they
qualify under paragraph 1. above Sinc
EOMB considers local commuting
patterns in establishing urban
designations, we presume that residents
in urban areas have access 10 hospital
services either by living in close
proximity to a hospital or by
establishing a heavy commuting pattern
to an area in which a hospital 1s located
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For purposes of evaluating whether a
hospital meets the criteria for aSCH
classification, HCFA will measure the
distance between hospitals using
“improved road miles.” We have
decided to use improved road miles
rather than radius miles because this is
the actual distance that must be traveled
in order to reach alternative hospital
services. An improved road is a road
which is maintained for regular use by a
governmental entity (i.e., local, State, or
Federal) and which is available for use
by the general public.

HCFA will consider “like" hospitals
as those hospitals furnishing short-term
acute care. A hospital may not qualify
for a SCH classification on the grounds
that neighboring hospitals do not offer
comparable specialty services, Thus, a
hospital that has an intensive care unit
but is located only 12 miles from another
acute care hospital without such
specialty services would not be granted
 SCH classification.

For the purpose of evaluating

tilization outside of the service area,
the service area would be defined as the
seographical area from which the
hospital draws or expects to draw its
patients. Optimally, the boundaries of
the service area would be defined by a
statewide planning agency. If not, the
hospital would determine the service
irea based on where it draws at least 75
percent of its admissions. A hospital
must submit admissions data
documenting the boundaries of its
service area if such boundaries are not
tstablished by a statewide planning
sgency. In order to document that no
more than 25 percent of the residents of
ihe service area utilize services outside
ol the area, hospitals must also gather

ind submit applicable admissions data
from all surrounding hospitals located
within 50 miles of the requesting
hospital,

Finally. those hospitals requesting an
SCH classification on the grounds that
diernative hospitals were inaccessible
lor more than one month each year must
submit data to document a history of
such inaccessibility. For example,
tports of a State Highway Department
ot local public safety officials specifying
e locations of road closure and
periods of time the road was
naccessible over the past three years
“ould be necessary to substantiate the
tquest. The fact that alternative
"spital services were not gvailable
“uring one month of a single 12-month
Peniod is not sufficient evidence to
substantinte the prolonged and
Ev"wfn tnble inaccessibility intended in

s criterion,

b. Procedures for SCH Classification

Hospitals may submit a written
request to be designated as an SCH to
the appropriate intermediary at any time
during their cost reporting period. The
intermediary, based on the information
submitted, will send its recommendation
regarding the request to HCFA. HCFA
will make the final determination and
will respond In writing 1o the
intermediary. The hospital will receive
notification of the decision from its
intermediary. The new payment rates
for an SCH as described in c. below, will
be effective 30 days after the date of
HCFA approval. There will be no
retroactive effective dates on SCH
designations,

Once a hospital is classified as an
SCH, at its option it retains that
classification indefinitely until there is a
change in circumstances suggesting a
need for reevaluation (for example, if
there is a change in MSA designations).

¢. Payment to SCHs

Hospitals, that are classifed as SCHs,
will be paid in accordance with the
methods of establishing rates for the
first year of the transition period (i.e.,
effective with the first cost reporting
period on or after October 1, 1983). Use
of the methods for rates established for
the first year of the transition period
(i.e.. 75 percent of the hospital-specific
rate and 25 percent of the Federal rate)
will continue to be the basis of payment
to SCHs indefinitely.

In addition to the payment rates
calculated as explained above, SCHs
may also receive an additional amount
if the hospital has experienced a
decrease of more than five percent in its
total number of inpatient cases, due to
circumstances beyond its control.
However, this additional payment only
applies during the transition period,

i. Criteria for Determining Eligibility for
Additional Pavments

Effective for cost reporting periods
beginning on or after October 1, 1983
and before October 1, 1986, if an SCH
experiences more than a 5 percent
decrease in its total number of inpatient
cases, i.e., discharges, compared 1o the
immediately preceding cost reporting
period. HCFA will provide for a
paymen! adjustment. .

The basic test for evaluating a
hospital's request for special payment
due to extraordinary circumstances is
that the decrease in volume is the result
of an unusual situation or occurrence
externally imposed on the hospital and
beyond its control. Such situations may
include, but are not limited to, strikes,
fires, earthquakes. floods. inability to

recruil essential physician staff, unusual
prolonged severe weather conditions, or
similar unusual occurrences with
substantial cost effects.

In making the comparision of
dicharges, the number of discharges in a
cost reporting period is compared to the
immediately preceding cost reporting
period only. This pollicy is based on the
language in section 1886(d)(5)(C){ii)
which states that this additional
payment is available “in the case of a
sole community hospital that
experiences, in a cost reporting period
" * * compared to the previous cost
reporting period, a decrease of more
than 5 percent in its total number of
inpatient cases * * *" (emphasis
added). Thus, if a hospital experiences
an occurrence that results in a sustained
decrease in cases, an adjustment would
be made for the cost reporting period
where the change occurred but would
not be made during subsequent periods
unless dicharges decreased another 5
percent.

Example: Hospital A loses its community
physician during its cost reporting period
ending September 30, 1984. This results in
sustained lower case load until June 1986
when the physician is replaced.

* Discharges for cost reporting period
ended September 30, 1983—5,000

* Discharges for cost reporting period
ended September 30, 1984—3,000

* Discharges for cost reporting period
ended September 30, 1985—3,500

An adjustment is available only for the
cost reporting period ending September 30,
1984, even though discharges for the period
ending September 30, 1885 were more than 5
percent less than the year immediately
preceding the anset of prospective payments.

(i) Amount of Payment Adjustment

The statute requires that the payment
adjustment be made to compensate the
hospital for the fixed costs it incurs in
the period in providing inpatient
hospital services including the
reasonable cost of maintaining
necessary core staff and services.

Fixed costs are defined as those over -
which management has no control. Most
true fixed costs such as rent, interest,
and depreciation are capital-related
costs and would be paid on a
reasonable cos! basis, regardless of
volume. Variable costs. on the other
hand, are those cosis for items and
services that vary directly with
utilization. However, in a hospital
setting many costs are neither perfectly
fixed nor perfectly variable, but are
semifixed. Semifixed costs are those
costs for items and services that are
essential for the hospital to maintain
operation but will also vary with
volume. For purposes of this adjustment.
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many semifixed costs, such as personnel
related costs, may be considered as
fixed on a case by case basis. An
adjustment will not be made for truly
variable costs, such as food and laundry
services,

In evaluating semifixed costs, such as
personnel, HCFA will consider the
length of time the hospital has
experienced a decrease in utilization.
For a short period of time, most
semifixed costs would be considered
fixed. As the period of decreased
utilization continues, we would expect
that a cost-effective hospital would take
some action to reduce unnecessary
expenses. Therefore, if a hospital did
nol take such action, we would not
include such costs in determining the
amoun! of the adjustment.

The statute also requires that the
adjustment amount include the
reasonable cosl of maintaining
necessary core staff and services. HCFA
will review the determination of core
staff and services based on an
individual hospital's needs and
circumstances; .8, minimum staffing
requirements imposed by State agencies.

iil, Procedures for Requesting Special
Adjustments

Sole community hospitals that believe
they qualify for an adjustment as
explained above must submit a written
request for an adjustment to HCFA
through the intermediary The request
must clearly document the
extraordinary circumstances causing the
deécrease in patient volume and its effect
on costs.

The hospital's request must be made
to its intermediary within 180 days of
the date on the intermediary’s notice of
program reimbursement. The
ntermediary will make a
recommendation on the hospital's
request 10 HCFA, which will make the
decision. We will respond o the
request, through the intermediary,
within 180 days of the date we receive
the request from the intermediary
HCFA's decision will be reviewable
under the provisions of Subpart R of 42
CFR Part 405.

The Secretary 1s required to study and
make legislative recommendations to
the Congress by April 1. 1985, with
respect to an equitable method of
reimbursmg SCHs which takes into
account their umque vulnerability to
substantin] vanations in occupancy

2 Christian Science Samtoria

There are approximately 22 Chnistian
Smence Sanitoria parhicipating n
Medicare Patients in these institutions

ure allowed to determine whether the
services they receive constitute hospitsl

or SNF services. The basic prospective
payment system clearly would be
inappropriate for these facilities since
they do not furnish the kind of medical
services, particularly ancillary services,
that are generally provided in acute care
hospitals.

Therefore, if a Christian Science
Sanitorium is not excluded from the
prospective payment system under
§ 405.471 (e.g.. by meeting criteria as a
long-term hospital), HCFA will pay for
inpatient hospital services furnished to a
beneficiary by that sanitorium on the
basis of a predetermined fixed amount
per discharge based on the sanitorium's
historical inpatient operating costs per
discharge (see § 405.476(e)). For cos!
reporting periods beginning on or after
October 1, 1983, the sanitorium’s
prospective paymen! rate will be equal
to the amount that would constitute the
sanitorium's target amount under
§ 405.463(c){4) if the institution were
subject to the rate of increase ceiling {at
§ 405.463) instead of the prospective
payment system. This amount will not
be adjusted for the DRC weighting
factor. Additionally, a sanitorium is not
eligible for outlier payments under
§ 405.475,

3. Hospitals Involved Extensively in
Treatment for and Research on Cancer

Congress specifically mentioned
hospitals extensively engaged in cancer
treatment and research as a class of
hospitals for which some exception
might be provided. It is clear that the
concern was limited to a few hospitals
that are primarily devoted to cancer
treatment and research. We could not
identify hospitals engaged extensively in
cancer treatment based on Medicare
records because we do not approve
hospitals based on the particular types
of cases they treat.

We are able, however, 1o identify
certain characteristics which need to
exist in a hospital setting for it to fit the
category described in the Jaw, First, the
primary mission of the hospital must be
restricted to cancer care, Second, most
of the cases treated by the hospital must
be cancer cases, L.e., involvemen! must
be extensive Third, the hospital must
have a substantial commitment to
résearch on cancer

Therefore we will define cancer
hospitals as follows:

* The hospital must have been
recognized by the National Cancer
Institute of the Nationzl Institutes of
Health as @ comprehensive cancer
center or clinical cancer research center
as of April 20, 1983 (i.e., the date of Pub.
L. 96-21 was enacted).

« The hospital must demonstrate that
the entire facility is organized primarily
for treatment of and research on cancer

* 80 percent or more of the hospital's
total discharges must be classified in
those DRGs reflecting the condition of
cancer as the principal diagnosis,

Hospitals meeting the above criteria
will be given an opportunity, before
their first cost reporting period begins
under the prospective payment system,
to opt for reimbursement on a
reasonable cost basis subject to the
target rate ceiling. If this option is
chosen, they will have an additional
option of converting to the prospective
payment system at a future date. No
further options will be allowed.

A number of hospitals have over the
course of time devoted a major share of
their attention to cancer treatment and
research. These facilities, which play &
significant role in the development of
cancer treatment, represent an existing
concentration of resources in the area of
cancer care.

We believe Congress was concerned
that the prospective payment system
might produce an unintended
disincentive for current programs if
those institutions involved extensively
in treatment of and research on cancer
were found to be legitimately more
costly than typical short-term general
hospitals. Since the standardized
amounts are based on expenditures in
short-term general hospitals, & hospital
could, under the circumstances, be
encouraged to reduce its commitment to
cancer treatment in order to operate
within the prospective rate. Such a
diminution of existing cancer programs
would be an unintended negative
consequence.

Additionally, we believe it is
desirable to avoid the opposite effect.
That is, we do not think it is appropriste
for the system to become the chief
determinant of whether existing
resources will be shifted among broad
classes of illness. We recognize the
power of the prospective payment
system to create incentives for
particular actions and realize that
hospitals might be encouraged to create
duplicative programs if the system
provided financial incentives.

In order to assure that cancer
treatment and research are mamtamed
while avoiding incentives for artificial
expansion, we believe it 1s appropriate
to focus our policy on current programs
which might be limited or curtailed. This
15, we think, consistent with the eviden!
desire of the Congress to afford some
level of protection to hospitals whose
involvement in cancer treatment and
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research over the years has been
extensive.

Therefore, as stated in the first criteria
shove, we are restricting the special
provision for cancer centers to those
hospitals whose programs were
el ugnized as of Apl’" 20, 1983.

4. Referral Centers

Section 1886{d)(5)(C)(i) of the Act
states that “the Secretary shall provide
for such exceptions and adjustments to
the payment amounts established under
this subsection as the Secretary deems
appropriate to take into account the
special needs of regional and national
referral centers (including those
hospitals of 500 or more beds located in
rural areas)s . ." The Conference
Committee Report accompanying Pub, L.
4-21 contains little additional language
clarifying what the Congress intended
by “regional and national referral
centers.” The Report does state,
however, that they include very large
acute care hospitals in rural areas. In
addition, since the law specifies
‘regional and national” referral centers
itappears that Congress intended that
such referral centers would serve a
substantial number of patients outside
the local area.

There is no commonly accepted
definition of a referral center. However,
we have developed criteria that we
believe fulfill the intent of the law, and
have included them at § 405.476(g) of
these interim regulations.

To be considered a referral center, a
hospital must be a short-term acute care
hospital with a provider agreement in
effect under Part 489 to participate in the
Medicare program; and

a. The hospital must be located
outside of any Metropolitan Statistical
Area (MSA) or the New England County
Metropolitan Area (NECMA) recognized
by the EQMB and have at least 500 beds
25 defined in section 2510.5 of the
Provider Reimbursement Manual: or

b The hospital must have a patient
population such that at least 60 percent
of all Medicare patients reside out-of-
State or more than 100 miles from the
bospital (whichever is mare stringent)
nd at least 60 percent of all services
feceived by Medicare beneficiaries must
be provided to Medicare beneficiaries
esiding out-of-State or more than 100
miles from the hospital.

The above criteria are considered
[Ppropriate as they clearly distinguish
‘spitals that are predominant for the
Purpose of referrals from other
"stitutions. We wish to encourage
“mments on these criteria.

We believe that the few rural referral
tenters with 500 or more beds clearly
"quire some recognition in their

payments, and that they are not
comparable to other rural hospitals.
Generally, these hospitals offer a variety
of specialized services, employ many
specially trained personnel, and have a
mc&dical staff composed of many
ditferent types of specialists, In these
factors and in the services they furnish,
they are similar to urban acute care
centers, and pay salaries and have costs
comparable to those hospitals.
Therefore, we will determine
prospective payments to these hospitals
on the basis of the urban, rather than
rural, adjusted standardized amounts.
(These amounts will be adjusted
appropriately, as for any other hospital,
by the applicable DRG weighting factor
and the hospital's area wage index.)

Except for rural referral centers with
500 or more beds, there will be no
adjustments made for referral centers
during the first year of the transition
period. We must first determine which
facilities are affected, We do not believe
that this interim period will present
difficulties for referral centers for the
following reasons.

* During the first year, 75 percent of
the prospective payment rate will be
based on the hospital's own experience
(i.e., the hospital-specific portion).

. Hosplta?s may request additional
payment for “cost-based" outliers.

* We expect that virtually all referral
centers will be teaching hospitals which
will benefit from the doubling of the
teaching adjustment.

During the first six months of the first
transition year, hospitals must submit
written requests, including all data
necessary for a determination based on
the above criteria, to their fiscal
intermediaries. The intermediaries will
make a recommendation to HCFA which
will make the final determination.

During the second six months of the
first transition year, HCFA will, after
analyzing all data submitted, make a
judgement regarding any adjustments
that may be appropriate for referral
centers beginning with the second year
of the transition period.

5. Hospitals with Disproportionate
Numbers of Low Income Patients or
Medicare Beneficiaries or Both

The statute authorizes the Secretary
to make adjustments to the prospective
payment rates in consideration of the
special needs of certain classes of
hospitals, including public or other
hospitals that incur additional costs
because they serve a significantly
disproportionate number of low income
patients or Medicare Part A
beneficiaries. We have not made special
provision for these hospitals in the
regulations because our current data do

not show that such an adjustment is
warranted,

To date, we have conducled a
preliminary analysis of Medicare
inpatient operating costs per case
adjusted for case-mix and. after
congidering other factors already
recognized in the prospective payvment
amounts, have not found a significant
association between higher Medicure
cos! per case and either public
ownership or the proportion of low-
income patients, (Using a ratio of
Medicaid utilization as an indicator of
low-income patients, we found no
significant influence on costs per case.)
Likewise, we have no indication that the
volume of Medicare patients
significantly affects a hospital's costs.

We have been consulting with
representatives from the health care
field on this issue and, in a joint effort
with them, are conducting a review of
the available data. Therefore,
adjustments will not be made initially
for hospitals with disproportionate
numbers of low income or Medicare
patients. If, after more detailed study,
we find that adjustments are
appropriate we will publish a notice in
the Federal Register informing the public
of the change.

6. Kidney Acquisition Costs Incurred by
Renal Transplantation Centers

Kidney acquisition costs incurred by
Renal Transplantation Centers (RTC)
will be treated as an adjustment to
prospective payment. Hospitals engaged
in kidney transplantation encounter a
unique set of circumstances with respect
to their cost experience because of
special provisions of the law applicable
to End Stage Renal Disease (ESRD).
Kidney acquisition costs are reimbursed
under section 1881 which requires the
Secretary to: (1) Reimburse the hospital
for obtaining kidneys from Organ
Procurement Agencies (OPA) in
amounts not to exceed the costs
incurred by OPAs and
histocompatability laboratories; and (2)
Reimburse the reasonable expenses
incurred by an individual donor. In view
of the unique characteristics of organ
procurement activities and the
desirability of maintaining an adequate
supply of kidneys, we believe these
costs should be handled outside of the
prospective payment system. Therefore,
payments to a hospital will be adjusted
in each reporting period o compensate
hospitals for reasonable expenses of
kidney acquisition, and costs of this
type will not be included in determining
the prospective payments rates.

Kidney acquisition costs have been
removed from the standardized amounts
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and from the cost weight for DRG 302
{(Kidney Transplant). An adjustment will
be made to the RTC's base year costs to
remove the estimated cost of kidney
acquisition. Interim reimbursement for
kidney acquisition costs incurred by
RTCs will continue to be based on the
average acquisition costs of the hospital.
Final settlement will be made based on
the hospital's cost report. Other
hospitals that excise kidneys for
transplant will no longer be paid for this
activity directly by Medicare. They must
receive payment from the OPA or RTC.

An adjustment to the RTC's operating
costs, used to compute the average
standardized amount, was made by
estimating the kidney acquisition costs
in the RTC using the unweighted
average kidney acquisition costs. This
average was first adjusted for area
wages and indirect teaching costs. This
standardized average kidney acquisition
cost was multiplied by the number of
kidney transplants for the RTC to obtain
the Kidney acquisition costs for the RTC,
The operaling ocsts were reduced by the
kidney acquisition cost.

7. Other Exceptions and Adjustments

While the statute authorizes the
Secretary to provide for exceptions and
adjustments for any class of hospitals
deemed appropriate by the Secretary,
we are initially providing exceptions

and adjustments only as discussed
above. At the present time, we have no
reason to believe that any other
exceptions or adjustments are
appropriate,

H. Appeals

For the most part. disputes that arise
in connection with the prospective
payment system will be resolved under
the administrative and judicial appeals
procedures and authorities already
established under the Medicare
program.

1. Beneficiaries

Pub. L. 98-21 left undisturbed those
provisions of title XVIII of the Act that
set forth processes for beneficiaries who
pursue appeals of determinations with
respect to matters such as entitlement to
benefits or coverage of health care
services under the Medicare program.
Thus, the procedures described in
Subparts G and H of 42 CFR Part 405 for
beneficiary appeals will remain in effect
under the prospective payment system.

In addition, the waiver of liability
provisions of section 1879 of the Act, as
implemented through regulations at
§§ 405.330-405.332, continue to apply. In
this regard, under section 1866{a)(1)(G)
of the Act, hospitals that are receiving
payment under the prospective payment

system must agree not to charge
beneficiaries for inpatient hospital
services that are furnished to
beneficiaries under the system but for
which the hospital is denied payment
under section 1886(f)(2) of the Act.
Under this latter section, if HCFA makes
a determination that a hospital has
taken an action that results in an
unnecessary admission of a Medicare
Part A beneficiary or unnecessary
multiple admissions of the same
individual or other inappropriate
practice with respect to the individual in
order to circumvent the prospective
payment system, HCFA may deny part
or all of the payment for the services
furnished by the hospital in connection
with the unnecessary admission. HCFA
may also require the hospital to take
corrective action to prevent or correct
the inappropriate practices. Whatever
action is taken by HCFA in either of
these circumstances, the hospital will
already have agreed not to hold the
beneficiary liable for the costs of the
services, and the beneficiary may not be
charged regardless of fault.

2. Hospitals.

With regard to appeals by hospitals,
the jurisdiction of the Provider
Reimbursement Review Board (hereafter
referred to as “the Board") under section
1678 of the Act will apply generally to
questions concerning payments to
hospitals arising under prospective
payment. For other types of questions,
different appeal procedures will apply.
In addition, we have determined that the
waiver of liability regulations at
§§405.330-405.332 will apply if an entire
patient stay, a “day outlier”, or a “cost
outlier” (as discussed in section IIL.H. of
this preamble), is denied under section
1862(a)(1) or (9) of the act because
health care services were found to be
not medically reasonable and necessary
or to constitute custodial care. Section
1879 waiver of liability considerations
will also apply if a PSRO/PRO or FI
finds that services are not payable.
Therefore, we changed the regulations in
42 CFR Part 405, Subpart G (which
contains procedures for appeals under
Part A of Medicare) to govern appeals
stemming from individual claims
determinations, accordingly.

Essentially, there are three areas of
hospital appeal procedures that must be
addressed in this final rule.

a. The Board

To be reimbursed for services covered
by the Medicare program, providers
generally have been required to file cost
reports with their fiscal intermediaries.
These reports are used by the
intermediaries to determine the amount

of program reimbursement due 1o the
provider for health care items and
services furnished to beneficiaries. If &
provider is dissatisfied with the amount
of reimbursement (or if the intermediary
does not make its determination within
12 months after receiving a cost repart),
and the amount in controversy is $10,000
or more, the provider has the right under
section 1878 of the Act to request a
hearing before the Board. The provider
must meet specified time limits for filing
an appeal. In addition, the
Administrator and Deputy
Administrator of HCFA have been
delegated the authority by the Secretary
under section 1878(f) of the Act to
reverse, affirm, or modify a decision of
the Board on his or her own motion.

If & provider is dissatisfied with the
Board's decision or, if the decision has
been reviewed by the Administrator or
Deputy Administrator and the provider
is dissatisfied with that decision, the
hospital may request judicial review of
the final decision by a U.S. District
Court. (In certain cases, the hospital
may appeal directly to a U.S. District
Court when the Board determined that it
does not have the authority to decide
the questions appealed.)

In the exercise of its review authority,
the Board decides all questions relating
to its jurisdiction to grant a hearing.

Excep! for the restrictions (discussed
below) contained in section 1886(g)(2) of
the Act, as added by Pub. L. 98-21,
appeal procedures for hospitals
receiving payments under the
prospective payment system are
basically the same as for all providers
being reimbursed on the basis of
reasonable cost. Under section 1878(a)
of the Act, as amended by section 602(h)
of Pub. L. 98-21, hospitals receiving
payment under the reasonable cost
subject to the target rate system (section
1886(b) of the Act) and hospitals :
receiving payment under the prospective
payment system may obtain a Board
hearing with respect to the payments
if—

* The hospital has submitted required
reports;

* The amount in controversy is
$10.000 or more; and

* The hospital files its appeal within
180 days after receiving natice of “the
Secretary's final determination . . ."

Other amendments to section 1878 of
the Act by Pub. L. 98-21 are as follows:

* Section 1878(f)(1) was amended (0
provide that in a civil action brought
jointly by several providers, the suit
may be brought in the judicial district in
which the greatest number of such
providers are located. This section was
further amended to provide that an




Federal Register /| Vol. 48, No. 171 / Thursday, September 1, 1983 / Rules and Regulations

39785

appeal to the Board or the courts by

providers that are under common

ownership or control must be brought by
the providers as a group with respect to
any matter involving an issue common

1o the providers. Before Pub. L. 88-21

was enacled, providers were limited to

bringing joint civil actions in the judicial
district in which all the providers were
located, or in the U.S. District Court in

Washington, D.C.

* Section 1878(g)(2) was added to the
Act to state that the determinations and
decisions described in section 1886(d)(7)
of the Act may not receive Board or
judicial review. Section 1886(d)(7) of the
Act precludes administrative and
judicial review of the following:

—A determination of the requirement, or
the proportional amount, of any
‘budget neutrality” adjustment
effected under section 1886{e)(1) of the
Act; or

—The establishment of DRGs, of the
methodology for the classification of
hospital discharges within DRCs, or of
the appropriate weighting factors of
DRGs under section 1886{d)(4) of the
cosl,

It was the clear intent of Congress
that a hospital would not be permitted
to argue that the level of the payment
that it receives under the prospective
payment system is inadequate to cover
its costs. Thus, as discussed above,
neither the definition of the different
DRCs, their weight in relation to each
other, nor the method used to assign
discharges to one of the groups is to be
reviewable. However, if there is an error
in the coding of an individual patient's
case, review would be permitted. (See
the Report of the Committee on Ways
and Means on H.R. 1900, H. Report No.
88-25, (98th Cong., 1st Sess.) 143 (1962).)
As noted below, we believe the
appropriate review concerning coding
errors should be conducted by the entity
(e, the PSRO/PRO or fiscal
intermediary) which made the initial
determination.

In order to implement these changes,
we have included in this final rule
smendments to 42 CFR Part 405, Subpart
R. Provider Reimbursement
Determinations and Appeals.

I. To implement the changes to
sections 1878(a) and [g)(2) of the Act
contained in Pub. L. 98-21, il was
necessary to amend the following
sections of the regulations:

* In § 405.1801, we expanded the
definition of “intermediary
determination™ (and also made
conforming changes in § 405.1803) to
Include a determination as to the total
amount of payment under the
reasonable cost subject to the target rate

system or under the prospective
payment system due a hospital for the
cost reporting period covered by the
determination. For purposes of appeal to
the Board. the definition is synonymous
with the “final determination of the
Secretary,” as that term is used in
section 1878{a) of the Act,

* In § 401.1801(c), we stated that the
prospective payment appeals
regulations will be effective with a
hospital's first cost reporting period
under the Medicare program beginning
on or after October 1, 1983.

* We added a new § 405.1804 (and
also made conforming changes in
§ 405.1873 and § 405.1877) to describe
the matters that are not reviewable by
the Board or by the courls as provided
in section 1886(d)(7) of the Act.

* For purposes of determining the
amoun! in controversy in a particular
period. we expanded § 4051839 by
providing that the amount will include
amounts computed by deducting the
total amount due the hospital under the
targel rate or prospective payment
system from the total amount that would
be payable to the hospital after taking
into consideration any exemption,
exception, exclusion, adjustment or
additional payment originally denied the
hospital under § 405.463 or §§ 405.470-
405.477, as applicable, but disputed by
the hospital in its request for a hearing.

* We made conforming changes in
other sections of 42 CFR Part 405.
Subpart R as necessary to incorporate
references to the intermediary's
determination and notice abou!
prospective payment,

ii. With certain changes, the
regulations at § 405.1837 (Group appeal),
§ 405.1841 (Time, place, form, and
content of request for Board hearing),
and § 405.1877 (Judicial review) are
consistent with and can accommodate
the Pub. L. 98-21 amendments to section
1878(f)(1) of the Act. These amendments
were effective April 20, 1983, the date on
which they were signed into law, The
statute is self-implementing and our
changes are merely conforming
regulations. Thus, the regulations
specify the effective date of the statute,
and will apply to an appeal to the Board
or an action for judicial review filed
prior to the publication date of the final
regulations, as well as those filed after
the publication date. Under the
amendment to section 1878(f)(1) of the
Act concerning providers under common
ownership or control, we have changed
the regulations to state that effective
April 20, 1983, an appeal to the Board or
an action for judicial review by
providers that are under common
ownership or control, as that phrase is
defined in § 405.427 of the regulations,

must be brought by the providers as a
group with respect to any matter
involving an issue common to them,
Section 405.427 states that common
ownership exists if an individual or
individuals possess significant
ownership or equity in the provider and
in the institution or organization serving
the provider. Control exists if an
individual or an organization has the
power, directly or indirectly. to
influence significantly or to direct the
actions or policies of an organization or
institution whether or not that power is
actually exercised. Under the
amendment concerning judicial review
venue, we further changed § 4051877 to
add a third permissible venue, effective
April 20, 1983, in the case of a civil
action brought jointly, by several
providers, that is, the judicial district in
which the greatest number of the
providers is located.

~b. Errors in DRG Coding

As noted above, it is clear that
Congress intended hospitals to be
entitled 1o a review of DRG
classifications if errors occur concerning
the coding of an individual patient's
case.

Intermediaries will assign discharges
to DRGs initially. Where errors in
coding occur, the hospital may resubmit
the billing data with the revised coding
for the case. Additionally, the hospital
may request individual review of claims.
The review would appropriately be
conducted by the entity (i.e., the PSRO/
PRO or fiscal intermediary) which made
the initial determination. However, in
general, the DRG classification system
may not be appealed. *

We are presently developing a
proposed rule, to be issued in the
Federal Register in the near future, to
deal with PRO hearings and appeals.

¢, Outlier claims

A hospital's claim for outlier
payments will be subject to review by a
peer review organization (PSRO/PRO)
under Part B of Title XI of the Act, or in
their absence, the hospital's fiscal
intermediary, which will make
appropriate coverage determinations,
The PSRO/PRO or the intermediary will
examine outlier cases and will deny
claims for additional payment for those
days of care in the outlier case that are
not covered. {See the more detailed
discussion of PSRO/PRO or
intermediary review in section lIL. J. of
this preamble.).

An adverse PSRO/PRO coverage
determination may be challenged by the
provider under the authority of section
1155 of the Act, which provides for a
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reconsideration of the issue by the PRO.
However, a provider may not appeal the
PRO goverage determination beyond the
reconsideration stage. On the other
hand, for denials under section 1154,
section 1878 of the Act gives the
provider the same appeal rights as &
beneficiary concerning whether it knew
that the services were not covered. If
section 1879 considerations are
applicable, the provider may request, as
part of the appeals process authorized
under § 405.704(b)(12) of the regulations,
a reconsideration, a hearing before the
Office of Hearings and Appeals of the
Social Security Administration, and
judicial review. Accordingly, we
amended § 405.704(b)(12) to provide
that, il items or services for which
payment could otherwise be made under
section 1886(d)(5)(A) of the Act are
excluded from coverage based on a
determination that the services are not
medically necessary, constitute
custodial care, or are excluded under
section 1154{a) (1) and (2), and a
determination is made under section
1879 as to whether the hospital knew or
could reasonably have been expected to
know the items or services were
excluded, the section 1879 determination
is appealable.

I. Charges to Beneficiaries

Except as described below, a hospital
may not charge a beneficiary for
services covered under the Medicare
program. However, Medicare Part A
beneficiaries are responsible for
payment of deductible and coinsurance
amounts. The deductible is a set amount
of inpatient hospital costs for which the
beneficiary is liable when he or she first
enters the hospital during a benefit
period. Under Medicare, coinsurance is
a daily charge for inpatient hospital care
for which the beneficiary is liable after
he or she has been hospitalized for 60
days. These amounts are changed-each
year as required by law.

Generally, a hospital paid under the
prospective payment system must bill its
intermediary, under Medicare Part A, for
all inpatient hospital services furnished
to & beneficiary. Except as described
below, a hespital may not bill either a
beneficiary or Medicare Part B for
services for which payment is made
under the prospective payment system.
However, in cases in which no payment
is made under the prospective payment
system for inpatient hospital services
(either because a beneficiary's Medicare
Part A benefits were exhausted before
admission to the hospital, or because the
inpatient admission was denied as not
covered), a hospital may seek payment
for those specific services which can be
covered under Medicare Part B, if the

beneficiary is entitled to have the

service paid for under Part B.

In addition, a hospital furnishing
inpatient hospital services to a Medicare
beneficiary for which it expects to
receive payment under the prospective
payment system may charge the
beneficiary for certain items and
services for which payment is not made
by Medicare. These items and services
include:

* [tems and services, furnished at any
time during the stay, which are excluded
from coverage on some basis other than
§ 405.310(g), (k), and (m) (i.e.. as
custodial care, medically unnecessary
items and services, and nonphysician
services furnished to hospital inpatients
by other than a hospital or a provider or
supplier under arrangements made by
the hospital).

* Days of care subsequent to a length-
of-stay outlier (as described in
§ 405.475(a)(1)) which:

—Will not be paid for by Medicare
because the patients’ benefits under
Medicare have been exhausted, or

—Are not covered under Medicare Part
A for other reasons and waiver of
liability under § 405.330 does not
apply. When payment is considered
for outlier days, the entire stay will be
reviewed and deys up to the number
of days by which the lotal stay
exceeds the day-outlier threshold may
be denied. In applying this rule, the
latest days of the stay will be denied
first. However, unless the entire stay
is denied, the basic prospective
payment rate will not be affected.

—Items and services attributable to
cost-outliers which will not be paid
for by Medicare because the services
are not covered and waiver of liability
under § 405.330 does not apply.
(Exhaustion of benefits during the
stay will have no effect on cost-
outliers.) When payment is considered
for cost-outliers, the coverage of
services throughout the stay will be
reviewed. When payment for services
is denied solely on the basis of
§ 405.310{g) or (k) {i.e., custodial care
and medically unnecessary items and
services), the amount which the
beneficiary may be billed for the
denied services is limited 1o an
amount which, when added to the
Medicare payment for the stay, results
in a total paymént for the stay no
greater than the Medicare payment
would have bean had all the denied
services been viewed as covered.

* The customary charge differential
for a private room or other luxury item
or service that is more expensive than is
medically required and is furnished for
the personal comfort of the beneficiary

at his or her request (or that of the
person acting on his or her behalf).

Under section 1866{a)(2)(B](ii), a
beneficiary could alse be charged, if
certain conditions were met, for costs in
excess of the cost limits, established
under section 405.460. Section
1866(a)(2)(B}fii) was amended, however,
by section 802(f)(2) of Pub. L. 98-21 to
provide that these charges may not be
imposed for services provided under the
prospective payment system. Excep! as
indicated above with respect to luxury
items and services, a hospital may not
charge a beneficiary for any services for
which payment is made by Medicare,
even if the hospital's costs of furnishing
those services to that beneficiary are
greater than the amount the hospital is
paid under the prospective payment
system,

As noted above in the discussion
about beneficiary appeals, Congress
provided in section 602{){1) of Pub L
98-21 that beneficiaries may not be held
responsible for charges for services
furnished by a hospital in connection
with unnegessary admissions,
unnecessary multiple admissions, or
inappropriate medical or other practices.
To implement this provision, we have
amended §489.21 of the regulations.
This section describes spécific
limitations on charges that a provider
may impose on a beneficiary. We state
in a new § 489.21(2) that, as partofits
agreement with the Secretary under
section 1886 of the Act, the provider (in
this case, a hospital under prospective
payment) may not charge a beneficiary
for inpatienthospital services for which
the beneficiary would be entitled to
have payment made but for the
improper practices of the provider with
respect to admissions or other
inappropriate medical practices,

J. Review Aclivities
1. Medical Review
a. Medical Review Agents.

The conforming amendments
contained in Section 802 of Pub. L. 98-21
require hospitals receiving Medicare
paymernts to enter into an agreement
with a Utilization and Quality Control
Peer Review Organization (PROj by
October 1, 1984, Until a PRO contract Is
awarded in an area, medical review will
be conducted by existing Professional
Standards Review Organizations
(PSROs) or fiscal intermediaries, absen!
a federally funded PSRO in the area.

As a result of PRO contracts being
awarded over the course of FY 84 (i.e..
October 1, 1983 through September 30.
1984), the medical review role will be
spread between the above mentioned
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entities. Therefare, for the sake of
clarity, we will use the term “medical
review agent”, which will encompass
the entities listed above.

b. Background

The Social Security Amendments of
1983 did not modify the statutory
provisions that prohibit Medicare from
paying for certain care. For example, the
law retaing the following technical
exclusions providing that Medicare will
not pay:

* For hospital care when the patient
has no legal obligation to pay (section
1862(a)(2) of the Act):

* When another government entity
pays (section 1862(a)(3) of the Act); or

* When payment may be made under
worker’s compensation, an automobile
medical liability, no fault insurance, or
an employer’s group health plan that is
primary ingurance for an ESRO
beneficiary or an employed beneficiary
or spouse age B85 to 69 [section 18682(h) of
the Act).

Also, the law retains requirements
that no payment be made for the
following: services that are not certified
by a physician as needed services
(section 1814(a)(2).of the Act), services
that are not reasonable and necessary
(section 1862{a)(1) of the Act), services
thal constitute custodial care (section
1862(a)(9) of the Act), and services that
are personal comfort items (section
1862(a)(8) of the Act).

We need to adjust our policies for
excluding payment for such noncovered
care to reflect Medivare's shift in
reimbursement policy. Prior to the recent
amendments, the financial incentives of
cost-based reimbursement built in
logical assumptions that there might be
i tendency on the part of providers to
overutilize services, thus leading to
ncreases in their costs associated with
freating Medicare patients. Now,
however, aside from the potential for
nappropriate admissions, the incentives
work in the opposite direction in that,
regurding inpatient operating costs for
which payment is made under the
prospeclive payment system, hospitals
are benefited only if they provide solely
those services needed to care for the
patient in an appropriate manner.
Therefore, it is essential that we reshape
some of our approaches to identifying
noncovered care so that they reflect the
calities of the new system of payment,

It is our inter.t to describe review
methods and policies necessary to avoid
paymenl for noncovered care that will
pply to all HCFA medical review
gents, We are continuing to consider
ternative proposals and we wish to
“ncourage comments on these
provisions.

¢. General Policies and Assumptions

Specifically, we will apply the
following coverage principles under
prospective payment:

i. Technical Exclusions

We will not change our
implementation of the statutory
“technical” exclusions. Generally, those
exclusions are absolute and not
sensitive to fiscal incentives built into
the new payment policies. Therefore, no
changes will be made in provisions such
as §§ 405.311-405.314.

ii. Physician Certification

Adjustments will be made to the
implementation of physician
certification requirements in section
1814(a)(3) of the Act so that physicians
must certily at new “key” points where
payment incentives could lead to
inappropriate utilization (i.e., at what
the hospital reasonably assumes to be
the beginning of outlier status for a case
and, as appropriate, during that outlier
status).

iii. Medically Related Coverage

Adjustments will be made to the
procedures for enforcement of
medically-related coverage provisions in
a way that focuses on whether
admissions were appropriate and
otherwise covered (i.e., reasonable and
necessary and not for the purpose of
delivering statutorily or otherwise
excluded care), with further review
being conducted only in outlier cases.

iv. Operational Assumptions

One operational assumption inherent
in these adjustments and approaches is
that once an admission has been found
to be covered (i.e, it was a reasonahle
and necessary admission for the
particular patient and it was not for the
delivery of statutorily or otherwise
excluded care, {e.g., for cosmetic or
experimental care), any services or days
needed by and provided to & beneficiary
are included in the Medicare
prospective payment rate and that it is
these services which the hospital has
provided, This based on the realities of
the new fiscal incentives involved.

d. Review and Denials System
i. For Technical Exclusion

Fls will cantinue their current system
of ensuring no Medicare payment where
these exclusions apply. We are making
no changes in §§ 405.311-405.314.

At present, we will continue to require
Fls to review for care not reasonable
and necessary based on national/
coverage policy and. where medical
judgments are required to implement

national coverage provisions, to use
PSROs or PROs to make those
judgments. For example, Medicare does
not pay for procedures or services which
have not been proven to be safe and
effective (i.e., for services which are
generally experimental in nature). The
program denies such payment on
“reasonable and necessary” grounds.
This policy will continue and Fls will
continue to be ultimately responsible for
this enforcement (deferring to PSROs or
PROs as noted above), although, as in
the past, PSROs/PROs will be expected
to consider such policies when
performing their case-specific admission
and outlier review.

Therefore, as in the case of PSRO/
PRO review, payment for nonoutlier
cases will be totally denied or totally
approved based on a finding regarding
the appropriateness of the admission.
When an F1 finds, in conducting
retrospective review, that the sole or
primary services provided to a patient
above and beyond routine services were
experimental and therefore noncovered
(as enumerated in program instructions),
the patient's admission will be found fo
have been inappropriate and payment
for the entire stay will be denied.

Continuation of our current policy will
generate a substantial incentive for
providers to adhere to generally
accepted medical practices in their
treatment of Medicare palients,
Therefore, to avoid potential payment
loss, providers mus! remain sensitive to
and cognizant of “nationally"
noncovered care.

It should be noted in this regard that
only if the sole or primary services
(beyond routine care} provided to a
patient are noncovered will the
admission (and therefore prospective
payment) be denied. This means that as
long as an acceptable or proven
diagnostic or treatment course (for the
DRG) is present, even if noncovered
care is also present, the payment will be
made.

ii. Specific Review

We will specify in PRO contracts, the
process by which PROs will meet the
review requirements under prospective
payment. Until a PRO contract is

awarded in an area, the PSRO or FI will
perform the following review functions.

A. Admission Review

Alfter finding that an admission is
appropriate, the medical review agent
will not “carve oul” days or services to
affect the DRG rate portion of &
prospective payment, based on findings
of overutilization occurring in a
nonoutlier case, This will be the
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approach because the absence of such
noncovered care will be presumed
based on the fiscal incentives involved
and the assumption that DRG rates are
set at a level to pay only for care
essential to treat the patient and
delivered in the most appropriate
setting.

If the medical review agent finds that
the admission is inappropriate, it will
deny the admission, and the hospital
would no! receive DRG payment.

B. Adnussion Pattern Monitoring

Under TEFRA, HCFA pul in place an
admission pattern monitoring (APM)
plan which will continue under the
prospective payment system, Based
upon a file of all Medicare discharges.
HCFA compares the number of
discharges from a provider during &
quarter to the number of discharges
from the provider over the previous
eight quarters. If the percent of increase
in discharges exceeds a predetermined
threshold, the information is sent to the
medical review agen! for analysis.

If the medical review agent's data
analysis cannot justify the increase in
discharges, then medical review of
discharges during the quarter in
question takes place. The review is
performed at the hospital using, at a
minimum, an accepted random sample
technique. The purpose of the review is
to determine if the admission was
medically necessary and appropriate.

C. Outliers

Once a case becomes an outlier,
medical review policy and systems will
shift to a mode designed to carve out
unnecessary services or days. For day
outlier cases. the medical review agent
would deny unnecessary days. not
specific services. Should the medical
review agent find that noncovered
treatment occurred in an appropriately
admitted outlier case, the appropriate
prospectively determined payment will
be made for that DRG, and the specific
noncovered days or services will be
carved out of the outlier payment or, if
appropriate, the entire outlier payment
will be denied.

1. Day Outliers

Day outliers constitute one of the two
types of outliers recognized under
prospective paymenl. They are cases
involving unusually long stays and
result in per diem payments beyond the
DRG rate for each day exceeding a
specified number of days (i.e., for each

day exceeding the day-outlier threshold

criteria for the DRG) on which covered
care is provided. Day-outlier cases occur
automatically when & stay exceeds a
specified number of days for each DRG.

The determination of eligibility for extra
Medicare payment is “automatic” for
outlier days {i.e., 8 hospital need not
specifically request it) and. therefore,
appropriate medical review agent
review of the day-outlier cases mus!
oceur.

When medical review occurs for the
purpose of affecting payment for day
outlier cases, that review includes: (1)
reviewing to determine that the
admission was medically necessary and
appropriate; (2) “looking back™ at the
days occurring prior to the day outlier
threshold being met (particularly
unnecessary preprocedure or pretesting
delays occurring at the beginning of the
hospital stay or just prior to outlier
status); (3) reviewing for unnecessary or
excessive days actually occurring after
the case reaches the day outlier
threshold criteria; and (4) ascertaining
that the diagnostic and procedural
coding area reflective of the information
found in the medical records.

If the medical review agent finds the
patient's entire hospitalization to be
reasonable and necessary, the hospital
will receive the outlier payment. If the
medical review agent's finding is
negative, it will appropriately deny days
of outlier payment. These denials will be
subject to waiver of liability
considerations under section 1879 of the
Act,

2. Cos!t Outliers

Cost outliers, the other type of
“unusual” cases under prospective
payment, are recognized as such only if
they are not eligible for payment as day
outliers. They are cases where payment
can be made beyond the prospective
payment rate because extraordinary
costs are incurred in a short period of
time in treating the patient. Medicare
payment bevond the prospective rate for
that DRG would not be made until a
certain threshold of “excess"” costs
sbove the amount of the prospective
payment rate is reached, and Medicare
would then pay only a certain
percentage of costs incurred beyond thut
threshold point. Review by a medicéal
review agent for noncovered services
would occur whenever a hospital
requests cost outlier payment. [Note that
cost outliers, unlike day outliers, are not
paid automatically. Hospitals must
request cost outlier payment.) That
review would include the monitoring of
outlier services and, like day outliers,
also involve “looking back™ at the
medical necessity and appropriateness
of the admission as well as the
previously provided services to
determine whether they were
noncovered (including their
appropriateness). The medical review

agent would also validate that the
diagnostic and procedural information
listed was substantiated by the medical
recards and that all charged services
were actually rendered, ordered by &
physician, and not duplicatively billed
Costs of unnecessary and otherwise
noncovered services would be excluded
both for purposes of determining arrival
at the cost outlier threshold (i.e., by
excluding costs for noncovered services
occurring between admission and the
point at which the request is made) and
determining the amount of outlier
payvment (L.e., by excluding costs for
noncovered care occurring between the
outlier threshold and the end of care)

For cost outliers, the medical review
agent review will be for the purpose of
denying unnecessary services, rather
than days. If the medical review agent
approves the services, outlier payment
will be made. If, however, it finds the
services unnecessary, payment would
be denied for some or all of the services
(i.e.. for noncovered care provided
before cost outlier status, as identified
by the hospital, for noncovered services
actuully generating outlier costs, or
both). These denials also will be subject
to waiver of liability considerations
under section 1878 of the Act.

D. DRG Validation

To assign a DRG 10 a case the
following elements must be present:
principal diagnosis, secondary
diagnoses (if any). names of surgical
procedures (if applicable), age, sex, and
discharge destination of the beneficiary.
As a requirement for prospective
payment, we are requiring that, shortly
befare, at or shortly after discharge (bu!
before a claim is submitted), the
attending physician will attest in writing
to the principal diagnosis, secondary
diagnoses, and procedures performed. 10
be utilized when assigning the DRG.

The medical review agent will review
at the hospital, at a minimum a random
sample of discharges every quarter. The
purpose of the review will be 1o
ascertain that the diagnostic and
procedural coding used to assign the
DRG are substantiated by the medical
records.

1ii. Waiver of Liability

It is important to note here thal, as
discussed above in section IIL E. of this
preamble, the waiver of liability
regulations (§§ 405.330-405.332) will
apply if an entire patient stay or a day
or cost outlier is denied under section
1862{a) (1) or [9) or 1154(a) (1) and (2) of
the Act.
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v. For Other Medically-Related
Statutory Exelusions {eg., Foot Care,
Dental Services, Cosmetic Surgery, and
Personal Comfort ltems)

We will continue to hold Fis
responsible for monitoring for the
presence of these statutory exclusions.
When these coverage rules require the
use of a medical judgment in their
application, a PRO/PSRO must be used
to mzke the medical necessity decision,

However, for purposes of prospective
payment, FI's will assume that the cost
of any noncovered care identified in a
nonoutlier case has already been
excluded by the process by which the
prospective pavment rate was
developed. They will make full payment
of that rate, unless, as in the above
discussion, that assumption is not a
reasonable one because the primary or
significant nonroutine care provided
wus noncovered: in which case the
sdmission will be denied and total
prospective payment is to be denied.

On the other hand. if these
noncovered items (e.g.. personal comfort
items, fool care) are identified in the
review of an outlier case, the
intermediary is to carve out
appropriately from the outlier payment.
consistent with the amount of
noncovered care identified, Again, this
would be day denials in day outliers
[when it is clear that the days were
solely or primarily for the delivery of
noncovered care) and services denials
for cost outliers,

¢. Provisions of Interim Regulations

Under the prospective payment
System, we are concerned that hospitals
may be able to circumvent the intent of
the system by unnecessarily admitting
or readmitting individuals. Sharing this
concern, Congress provided in Pub, L.

95-21 a new section 1886{f)(2) of the Act,

requiring that:

2} If the Secretury determines, based upon

iormation supplied by & utilization and
(uality contral peer review organization
incer parl B of title XL that a hospital, in
otder to circumvent the payment method
established under subsection (b) or (d) of this
seetion, has ta¥%en an action that resulls in

b admission of individuals entitled 1o
benefits under part A unnecessarily,
nnccessary multiple admissions of the same
Wit individusle, or other inapproprinte
medical or other practices with respect 10
such individuals, the Secretary may—

(A] deny payment (in whole or in part)
nder part A with respect to inpatient

'ospitul services provided with respect 1o
Wth an unnecessary admission (or
subsequent admission of the same
ndividual), or

|B) require the hospital to take other
UTeclive action necessary 10 prevent or
orect the inappropeiate practice.

Section 1886(f)(3) continues by
specifying that the provisions of sections
1862(d) (2), (3), and (4), apply equally to
determinations under section 1888(f){2).
and section 802(f)(1) of Pub. L. 88-21
adds a new paragraph (F) to section
1866{a)(1) of the Act.

Sections 1862(d) of the Act contains
general provisions prohibiting
fraudulent billing practices and
provision of unnecessary services, or
services that fail to meet professionally
recognized standards and provides for
notice to providers and suppliers, the
public, and State Medicaid agencies
when it is determined that such
practices have occurred. Section 1866
sets forth the requirements of provider
agreements, which must be complied
with for a provider to participate in
Medicare.

It is clear from these provisions that
Congress wished to provide strong
sdnctions against circumventing the
prospective payment svstem. However,
section 1886(f)(2) determinations must,
according to the statutory language, be
based upon the findings of a PRO. We
are implementing prospective payment
under section 1886(d) before any PRO
regulations become effective or any PRO
contracts established. Nonetheless, it is
clear that we must have regulations in
place providing for admissions review at
the very inception of the prospective
payment system.

We are providing. in § 405.472(e),
general regulations setting forth review
requirements modeled after the
requirements of sections 1862(a),
1862(d). and 1886(f)(2), establishing
general authority for HCFA to impose
sanctions based on this review, and
cross-referring to appropriate
regulations providing for notice and
appeal.

In § 405.472(e)(2), we are providing for
appropriate procedures when payment
is denied in individual cases, depending
on whether the denial was the result of
review by a PRO, PSRO, or fiscal
intermediary. In §§ 405.472(e) (3) to (5),
we are providing appropriate
procedures when review shows a
pattern of inappropriate admissions or
billings that have the effect of
circumventing the prospective payment
system. Such cases would come under
the Medicare quality review regulations
at 42 CFR Part 420, and could result in
termination of a hospital’s provider
agreement.

We do not intend these interim
regulations to implement section
1888(f)(2) (or the provisions of
1866(a)(1)(F) concerning agreements
between hospitals and PROs and per
case payment for PRO reviews), Those
statutory requirements will be

implemented at a later date under the
PRO regulations. Rather, under the
authority of sections 1102, 1862(d), and
1876 of the Act, we are establishing the
regulatory authority that we believe, at
& minimum, is required to ensure that
timely implementation of payment under
1886(d) does not result in incentives,
loopholes, and payment cutcomes-
clearly contrary to the intent of
Congress.

We expect, initially, that we will
implement these regulations through
fiscal intermediary and PSRO review.
After PRO regulations, and regulations
explicitly implementing section
1886(f)(2), are in place, we would expect
these functions to be taken over by
PROs.

2. Utilization Review
a. Discussion

For hospitals under prospective
payment, Congress has retained the
requirement that Medicare hospital
providers have a utilization review (UR)
commitiee, which operates in
conformance with certain statutory
provisions (section 1861(k) of the Act).
For hospitals under PSRO review. this
statutory requirement does not apply. In
regulations now being developed for
hospitals under PRO review, we plan to
propose similar exceptions. Currently,
another statutory provision, section
1866(d), further privides that no
Medicare payment will be made beyond
& certain point in “long stay" cases (i.e.,
no payment beyond 20 days) if the
Secretary has found inadequate UR
compliance {Also see section 1814{a)(6)
of the Act). And, finally, section
1814(a)(7) of the Act provides that
program payment cannot be made if a
hospital UR committee has found that
further care is not necessary, except that
up to 3 grace days may be provided.

Hospitals covered by section 1861(k)
of the Act must comply with the basic
terms of the statute and a partial set of
implementing regulations, parts of which
have been permanently enjoined. (See
AMA et al. v. Weinberger, 395 F. Supp.
515 [N.D. 111, 1975), affd. 522 F. 2d 921
(7th Cir,, 1975).) The proposed new UR
regulations appearing in the proposed
rule, Conditions of Participation for
Hospitals, published in the January 4,
1983, Federal Register (48 FR 299),
impose basic requirements which
adhere closely to the statute.
Essentially, the requirements that
hospitals would have to meet include:

* Having an UR committee;

* Reviewing admissions and
durations of stay:
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* Reviewing extended stay cases no
later than 7 days after specified time
intervals; and

* Notifying parties of denials.

b. Changes to the Regulations

i. For purposes of prospective
payment, we are revising 42 CFR Pan
405, Subpart ], Conditions of
Participation, Hospitals, by adding &
new condition § 405.1042—Condition of
Participation: Special Utilization Review
Requirements for Hospitals Paid Under
the Prospective Payment System. The
changes contained in this new condition
represent, for hospitals under the
prospective payment system, a revision
and adoption of the proposed § 482.30
on utilization review that appeared in
our proposed regulations for hospital
conditions published on January 4, 1983,

The comments we received on
proposed § 482.30, and the changes in
this provision that we made based on
these comments, are discussed below.
We are publishing this material in this
interim final rule, rather than in a
separate final rule on the hospital
conditions of participation, because this
will enable us to revise our utilization
review requirements to reflect changes
required by the prospective payment
legislation. In addition, we believe
prompt publication is justified because
the new utilization review requirements
will allow hospitals greater flexibility.
and impose a lesser compliance burden,
than our current regulations. This
special condition becomes effective
when each hospital begins participation
in the prospective pavment system. The
current regulation at § 405.1035 on
utilization review will continue to apply
to all other hospitals participating in
Medicare.

This special condition is an interim
rule intended to contribute to the
implementation of the prospective
payment system. Comments on these
interim rules will be responded to in the
final rules on prospective payment that
the law requires us to publish by
December 1983.

Some comments received in response
to the January, 1983 proposed rule are
reflected in these special requirements.
Therefore, a summary of our response to
them is appropriate here.

Services for Which Review Is Required

Comment: Several commenters
suggested that the opening paragraph of
this section be revised to specify that
services furnished by members of the
medical staff of the institution, as well
as by the institution, are subject to
review. They also suggested that the
term “individual” be changed to
“patient,” to avoid misunderstanding.

Response: We agree, and have revised
this paragraph accordingly under
§ 405.1042.

Composition of Utilization Review
Commitlee

Comment: Several commenters
recommended that we require the
utilization review (UR) committee to be
composed of two or more fully licensed
physicians (Doctors of Medicine or
Osteopathy), rather than of two
practitioners who meet the proposed
definition of “physician.” These
commenters believe that only MDs and
DOs are qualified to review the medical
necessity of services to hospital
patients, and that other practitioners
included in the proposed definition of
“physician" are not qualified to perform
review responsibilities independently.
One commenter suggested that if
proposed § 480.30{b) and the proposed
definition of physician were
implemented without change, services
furnished by MDs and DOs could be
reviewed by other practitioners. Other
commenters recommended that we
require that at least one MD or DO be
on each ulilization review committee.

Response: This provision of our
regulations implements section 1861(k)
of the Act (42 U.S.C. 1395x(k)). Section
1861(k)(1) provides, in pertinent part,
that the utilization review committee of
a hospital or skilled nursing facility is to
be “composed of two or more physicians
of which at least two must be
physicians described in subsection (r)(1)
of this section) * * *". Section 1861(r)(1)
defines a physician as a doctor of
medicine or osteopathy legally
authorized to practice medicine and
surgery by the State in which he
performs such function or action. To
comply with these statutory provisions,
we have specified in the regulation that
a hospital UR committee must be
composed of two or more physicians, of
whom at least two must be doctors of
medicine or osteopathy. Thus, we have
adopted the first comment. However, we
have not specified the review
responsibilities of various categories of
practitioners. As explained more fully
below, specificity on this issue is not
required by section 1861(k) and could
unnecessarily limit hospitals’ flexibility
in complying with the UR requirements.

Comment: Some commenters
suggested that we require, rather than
merely permit, participation by non-
physician health care personnel on
utilization review committees. These
commenters argue that if services of
these personnel are available in the
hospital, the personnel should
participate in review of those services,
In particular, one commenter suggested

that an RN be required on the utilization
review committee.

Respanse: Section 1861(k)(1) permits
but does not require, participation on
UR committees by non-physician
personnel. We believe it would be
inappropriate to restrict by regulation a
hospital's discretion with regard to
inclusion of these personnel on UR
committees, Therefore, we have nol
modified this provision to require
participation by non-physician health
care personnel in UR committee
decisions. For the same reason. we have
not required RN participation on the UR
committee.

Comment: Some commenters stated
that the prohibition against conduct of
reviews by a physician who is
financially interested in the hospital is
unnecessarily broad (proposed
§ 482.30(b)(3)(1)). since all physicians
who practice in a hospital have a stake
in its financial well-being. They
suggested that we prohibit review by
physicians with a direct financial
interest, such as an ownership interest

Response: We agree, and have
specified this provision that reviews by
physicians who have a direct financial
interest (e.g.. an ownership interest) in
the hospital are prohibited.

Comment: One commenter suggested
that the regulation be modified to ensure
that services of practitioners in a
particular category would be reviewed
only by other practitioners in the same
category.

Response: We have not adopted this
comment. This type of review procedure
is not specifically required by section
1861(k) of the Act, and we believe tha!
requiring the procedure in regulations
would unnecessarily limit hospitals’
flexibility in conducting utilization
review,

Final Determination Regarding
Admissions or Continued Stays

Comment: One commenter stated that
it is unnecessary to require the UR
committee to consult the attending
physician and give him or her the
opportunity to present his or her view
before making a final determination that
an admission or continued stay is nol
medically necessary. This commenter
suggested that such a consultation could
lead the attending physician to order
additional, unnecessary services in
order to justify the admission or stay.
This commenter also expressed the view
that the procedures for making negative
determinations is too burdensome and
that, rather than providing for grace
days, HCFA should put more emphasis
on discharge planning. On the other
hand. another commenter suggested tha!
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we require the UR committee to notify
the patient as well as the attending
physician before making a final
determination that a continued stay is
not necessary. This commenter believes
that this notice would help ensure that
attending physicians present their views
regarding the need for continued stay to
the UR committee, and thus would be an
important safeguard against premature
discharge,

Response: We have not adopted either
comment. While requiring the UR
committee to consult the patient's
attending physician before making a
final determination may delay the
determination somewhat, we believe
this consultation is essential to ensure
accurate medical decisions regarding
the need for admissions or continued
stays. On the other hand, we do not
believe that it is necessary o require UR
committees to give separate notice to
the patient before making final
determination that continued stay is not
necessary. This decision is a medical
judgment that is made by the UR
committee after consultation with the
patient's attending physician, and we
believe requiring notice to the patient
would not increase the accuracy of the
judgment.

We do not believe there is any
incentive for a physician to order
unnecessary services in order to justify
a stay to the UR committee. Part of the
committee's function is to identify
unnecessary services, and such an
attempt would be readily identified
during the course of review. Moreover,
the physician does not stand to gain
anything by such action.

Comment: One commenter objected to
the proposed utilization review
provisions, since they do not permit the
patient’s attending physician to make
the final decision as to whether a
continued stay is medically necessary.

Response: The utilization review
provisions are needed to implement
section 1861(k) of the Act. This section
requires the utilization review
committee to review the duration of
stays in the hospital and to give
notification if it finds that further stay is
not medically necessary, We have
provided in the interim final rule that
this decision is to be made only after
consultation with the attending
physician, We believe this provision is
adequate to ensure that the attending
physician's views are taken into account
before a decision is made,

Comment: Some commenters
suggested that we require all decisions
regarding admissions and continued
8lays to be made by a minimum number
of MDs or DOs (i.e.. either one or two).

Response: As noted earlier, section
1861(k) specifies that decisions
regarding admissions and continued
stays may be made by a staff committee
composed of two or more physicians, of
whom at least two are MDs or DOs, The
statute does not further require that only
MDs or DOs may make decisions
regarding admissions or continued
stays. We do not believe it would be
either necessary under the statute, or
consistent with hospital flexibility, to
impose such a further requirement in our
regulations.

Comment: One commenter stated that
our proposal to remove many
credentialling requirements from other
areas of the hospital conditions would
reduce the quality of UR in hospitals,
since many of the affected personnel are
involved in UR.

Response: We are continuing to
analyze the issues raised with regard to
credentialling, and have not yet made
final decisions on these issues.
However, we have not seen any
evidence to indicate that our
credentialling proposals would
adversely affect UR activities in
hospitals. Therefore, we have not
adopted any changes based on this
comment,

Comment: One commenter suggested
that we require UR to be conducted to
determine the “health care necessity”
rather than "medical necessity" of
services. This commenter, a State
nursing association, stated that it is
primarily the need for nursing services,
rather than for physician services, that
justifies hospital admissions. The
commenler suggested that use of the
term “health care necessity" would
emphasize this point.

Response: We believe the proposed
provision makes it clear that services
provided by the hospital, including
nursing services, are subject to UR, and
that introducing a new term not
contained in section 1861(k) or the
current or proposed regulations would
not clarify this provision. Therefore, we
did not adopt this comment.

Comment: One commenter opposed
the adoption of less restrictive UR
requirements, and suggested that this
could increase unnecessary utilization
of services, This commentor suggested
we refain the current UR requirements.

Response: As explained in the
preamble to our January 4, 1983 NPRM,
we believe it is essential to reduce the
regulatory burdens on hospitals to the
minimum level consistent with patient
health and safety and statutory
requirements. We have not seen any
concrete evidence that our current UR
requirements are more effective in
preventing excessive utilization than our

proposed special requirements.
Moreover, we are enjoined (as discussed
below) from implementing many of our
current UR requirements. Therefore, we
did not adopt this comment.

Comment: One commenter suggested
that we make our UR requirements less
restrictive by permitting a subgroup of
the UR committee, or an individual
designee, to conduct admission or
continued stay reviews.

Response: While we support, in
general, efforts to reduce unnecessary
regulatory burdens on hospitals, we are
unablé to accept this comment. One of
the benefits of UR is the educational
aspect of committee review that comes
from committee discussions of the
proper use of expensive health care
services, such as hospital services. To
reduce decisions to a small component
of the URC or an individual could
markedly hamper this effort and could
give the appearance of permitting one
individual’s judgment concerning care to
override that of the attending physician.
We believe that benefits of full
committee participation far outweigh the
benefits of a more streamlined
approach.

Comment: One commenter suggested
that we eliminate the current UR
regulation and not replace it. This
commenter believes this approach
would enable hospitals to integrate UR
activities into their overall quality
assurance systems.

Response: Because of the specific
requirements in section 1861(k), we do
not believe it would be legally
supportable to eliminate UR
requirements entirely. However,
hospitals would be free, under the UR
requirements, to combine UR activities
with other quality conirol measures,

Comment: Several commenters
suggested that the reference to
Professional Standards Review
Organizations (PSROs) in proposed
§ 482.30 be changed to Peer Review
Organizations (PROs), to reflect changes
made by TEFRA.

Response: The statutory provisions for
PROs have not yet been implemented.
Therefore, we have decided to defer
making this change until PROs are fully
operational.

Additional comments were received
regarding psychiatric hospitals,
However, because such hospitals are
excluded from the prospective payment
system, related comments will not be
discussed here,

Specifically, we are adding § 405.1042
to replace the current UR provisions for
hospitals under prospective payment
and avoid certain overly prescriptive
and detailed specifics for those
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hospitals. A more indepth discussion of
the revisions can be found in the
preamble to the proposal published on
January 4, 1983, However, for purposes
of these regulations, we are revising
certain sections to reflect appropriate
review under prospective payment. This
review, in the way it is adjusted to the
incentives created by prospective
payment, should be similar to the
approach taken with PSRO, PRO, and F1
review under prospective payment.
However, we must point out that the
findings of such utilization review,
particularly regarding approval of
admissions and outlier care, do not
substitute for FI review. These
utilization review requirements are
necessary to comply with current
statutory requirements (e.g.. 1861(k),
1814({n) (6) and (7)). As long as they are
necessary, we believe it is important to
conform them to the dominant
incentives of the payment system,
especially as it is inappropriate to
continue existing requirements despite
their diminished relevance and
significance. We are concerned that the
UR committee findings be appropriate
and useful to the hospital. However, we
canno! equate the activities of a hospital
committee with FI review activities, and
we will not be bound by UR committee
approval of an admission or outlier case
for purposes of Medicare payment under
the prospective payment system,

Section 405.1042(c) requires that the
UR plan provide for some type of
admission review, either pre-admission,
upon admission, or after admission. In
appropriate admissions we will not
recognize, for DRG rate payment
purposes, any UR committee
determinations regarding the
appropriateness of individual days or
services in non-outlier cases
(§ 405.1042(d)).

As discussed above in the case of
PSROs/PROs and Fls, days would be
denied in day outliers and services
would be denied in cost outliers. We
will, in advance, determine the day and
cost outlier points for each DRG,
Hospital UR plans must include
procedures under which the UR
committee will automatically review
duy outliers (based on the hospital's
reasonable estimate of the proper DRG)
and will review the necessity for
continued services in cases which the
hospital believes will qualify for “extra”
or outlier payment. Appropriate hospital
personnel (e.g.. those in the hospital
finance office) ghould provide prompt
notification to UR committees of cases
which have reached or are about to
reach the cost outlier point
(§ 405.1042(e)), and retrospective review

of such cases by UR committees will be
permitted.

ii. We believe Medicare outlier
payment should be denied or reduced if
the quality of UR committee activities is
inadequate. That should be reflected in
the way in which the program adjusts its
implementation of section 1866{d) of the
Act, i.e., long stay cases. Current
regulations (§405.163) prohibit payment
after the 20th consecutive day if the
Secretary determines the hospital has
substantially failed to make timely
utilization review decisions in long stay
cases. However, under prospective
payment, it is only when the 20th day
occurs after the beginning of what the
hospital reasonably estimates to be
outlier status that we are interested in
penalizing inadequate UR commiltee
activities. We do not intend that the
quality of UR committee long-stay
review activities affect the DRC rate
payment for an appropriate admission.
Therefore, we are amending §405.163 to
provide thal, in non-outlier cases, the
Secretary will not find that a UR
committee failed to make timely
utilization review based solely on its
failure to conduct continued stay review
after an appropriate admission. This
retains the penalty for ineffective UR,
when and If cases become day outliers
and the day outlier point is at 20 days or
beyond.

ili. Section 1814(a)(7) of the Act, which
prohibits payment after « UR committee
finding that further care is not
necessary, will now be interpreted to
include only those committee findings
that relate to situations in which
additional payment would be made on
the basis of medical need and
utilization, i.e., outliers. To accomplish
this, we are revising §405.162. Similar
changes will be included in PRO
regulations.

Physician Certification and
Recertification

a. Discussion

Section 1814{a)(3) of the Act requires
that no Medicare payment be made
where a physician has failed to certify
and, as appropriate, recertify that care is
needed. Under the statute, in hospitals
that are not tuberculosis or psychiatric
hospitals, the certification must be no
later than the 20th day of an inpatient
hospital stay. Implementing regulations
at §405.1627 (1) set forth what
certifications and recertifications should
contain; (2) permit certifications and
recertifications of the need for inpatient
hospital care due to unavailability of
covered needed care in a skilled nursing
facility; (3] allow for UR committee
continued stay review to substitute for

recertifications; and (4) require
certifications no later than the 12th du)
of hospitalization and the first
recertification no later than the 18th da
of hospitalization.

b. Changes to the Regulations

We are revising current § 405.1627(b)
to reflect prospective payment changes
For hospitals under prospective
payment, we are requiring certification
at the beginning of what the hospital
reasonably assumes to be an outlier
{cost or day), or no later than 20 days
into the stay, whichever is earlier. As is
currently the case, we will accept
delayed certifications and
recertifications.

The content of the physician
certification statement will remain
substantially the same. However, we are
amending § 405.1627(a) to require a
showing as to the need for special or
unusual services in cost outlier cases
The physician is still authorized to
recertify the need for hospital care if
other needed covered care in an SNF is
unavailable.

We are making no substantive
changes in § 405.1629, governing
certification and recertification for
inpatient psychiatric and tuberculosis
hospital services, because we assume
that these hospitals, for the most part.
will be excluded from prospective
payment. We are, however, making
minor technical amendments to this
section to conform its language and
cross-references to related regulations.
In addition, we are making similar minor
technical amendments to § 405.1630,
concerning certification and
recertification requirements applicable
when a beneficiary is not entitled to
benefits at the time of admission.

4. Quality Review

Section 1866{a}){1)(F) of the Act,
effective October 1, 1984, authorizes
PROs to review the quality of care
provided by a hospital. Specific
guidelines and procedures for PRO
quality review will be included in PRO
regulations and contracts which will be
developed at a later date.

IV. PAYMENT FOR NONPHYSICIAN
SERVICES FURNISHED TO HOSPITAL
INPATIENTS

A. Background

Prior to Pub. L. 98-21, nonphysician
services provided to Medicare
beneficiaries who are hospital inpatient
have generally been billed by the
hospitals under Part A of the Medicare
program. However, under certain
circumstances, payments have been
made for nonphysician services which
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are furnished by an outside supplier or
another provider and which have been
billed by the outside source as & Part B
service even though furnished to a
hospital inpatient. Thus, some
nonphysician services may have been
billed under Part A in one hospital and
under Part B in another. The practice of
billing under Part B for these services
has been referred to in the legislative
history as “unbundling” of Part A
services.

Under the new law, effective October
1,1983, “unbundling” will be prohibited;
that is, all nonphysician services
provided in an inpatient setting will be
paid only as hospital services. This rule
will apply to all participating hospitals
as of that date, regardless of a hospital's
fiscal period, or inclusion or exclusion
from the prospective payment system.

Section 602(e) of Pub. L. 98-21 added a
new paragraph (14) to section 1862(a) of
the Act, which provides for certain
exclusions from Medicare coverage. The
new section 1862(a)(14) provides that
payment may not be made under either
Medicare Part A or Part B for any
expenses incurred for items or
services—

(14) which are other than physicians’
services (as defined in regulations
promulgated specifically for purposes of this
parugraph) and which are furnished to an
individual who is an inpatient of a hospital
by an entity other than the hospital. unless
the services are furnished under
arrangements (as defined in section
1861(w)(1)) with the enlity made by the

hospital.

Further, section 802(f)(1) of Pub. L. 88-21,
in adding certain additional statutory
requirements, in section 1866(a)(1) of the
Act. to the basic commitments into
which a hospital must enter in making a
provider agreement to participate in
Medicare (see section V., on provider
agreements following this section),
provided that a participating hospital
must agree—

to have all items and services (other
than physicians® services as defined in
regulations for purposes of section
1662(1)(14)) (i) that are furnished to an
individual who Is an inpatient of the hospital,
#nd (1) for which the individual is entitied to
Mive payment made under this title,
fumished by the hospital or otherwise under
trrangements (as defined in section
1861{w)(1)) made by the hospital.

"tlt?‘.ungh most of the provisions of Title
Viof Pub. L. 98-21 are effective for cost
"tporting periods beginaing on or after
Octaber 1, 1983, these provisions, in
accordance with section 604{a)(2), take
"f!».'r'. on October 1, 1983, We wish o
make it clear that these fequirements do
not apply only to hospitals under the
prospective payment system, or even to

hospitals reimbursed under our
regulations at Part 405, Subpart D, but to
all hospitals participating in Medicare,
including those reimbursed under
alternative arrangements such as
demonstrations or State cost control
systems, and to emergency hospital
services furnished by nonparticipating
hospitals. There is, however, a statutory
provision for a waiver of this
requirement, which could defer, for a
time, application of these provisions to a
hospital meeting certain criteria. Section
602{k) of Pub. L. 88-21 provides that, if a
hospital has been extensively allowing
Part B billing of inpatient services since
before October 1, 1982, and if immediate
compliance with these requirements
would threaten the stability of patient
care, the Secretary may waive these
requirements for any cost reporting
period beginning before October 1, 1986,
The criteria for and terms of such
waivers are discussed in the section
V.C., below.

B. Part A Billing

The basic unbundling provision,
section 1862(a)(14), provides that
Medicare payment will not be made
under Parts A or B if non-physician
services are furnished to a hospital
inpatient by anyone other than the
hospital (that is, the hospital would have
to furnish the services directly or under
“arrangements", as defined in section
1861(w)(1). The term “under
arrangements” refers to a manner of
arranging to have services (other than
physicians’ services to individual
patient) furnished by a supplier or
provider outside the hospital. Under
such arrangements, payment to the
hospital for those services discharges
the beneficiary’s liability to pay for the
services. Thus, the supplying
organization must accep! its payment
from the hospital. The amount charged
by the supplying organization and paid
by the hospital is a cost to the hospital.
If the hespital is not being paid under
the prospective payment system, those
costs are includable in its cost report. If
the hospital is being paid on a
prospective rate basis for the particular
inpatient services, the prospective
payment would include full payment for
services furmnished under arrangements.

In order to be paid under this
provision, a hospital must bill under
Medicare Part A for any service that
falls within the scope of “inpatient
hospital services"” (see 1861(b)). Section
1833(d) prohibits Part B pavment for
services that may be paid for under Part
A. The Senate Finance Committee report
states that section 1862(a)(14) is
intended to have the effect that payment
under the prospeclive payment system

be “payment in full for all covered items
and nonphysician services to hospital
inpatients.” It further notes that this is
done by providing that “all
nonphysician services provided to
hospital inpatients would be paid only
as inpatient hospital services under Part
A* * *" (8. Rept. No. 98-23, 98th Cong.,
1st Sess. 50 (1983)).

Because Section 1862(a)(14) requires
that, to qualify for Medicare payment,
all services, with limited exceptions,
provided to hospital inpatients must be
provided directly or arranged for by the
haspital, those services become
“inpatient hospital services" payable
under Part A for patients with Part A
eligibility, Section 1833(d) then in tun
requires that those services, to the
extent that payment can be made for
them under Part A, not be paid for under
Part B, Therefore, it is essential that we
require all services within the definition
of inpatient hospital services to be billed
under Part A, except when the patient is
not eligible for Part A benefits, or if Part
A benefits are exhausted before the
patient is admitted or enters outlier
payment status. Our interim final
regulations include this requirement at
§ 405.470(b)(6).

C. Definition of Nonphysician Services

Section 1862(a)(14) excludes from
Medicare coverage all items, supplies,
and services furnished to an inpatient,
“other than physicians' services (as
defined in regulations promulgated
specifically for purposes of this
paragraph)" that are not directly
furnished by the hospital or by others
under arrangements. As a result, we
must make clear for purposes of this
section which services furnished to
inpatients are “physicians’ services”
within the meaning of the Act.

The definition of physicians' services
reimbursable on a reasonable charge
basis has been a matter of great
controversy since the beginning of the
Medicare program. To resolve this issue,
Congress added a new section 1887(a)
for the Social Security Act (enacted
September 3, 1982 under section 108 of
Pub. L. 87-248, the Tax Equity and Fiscal
Responsibility Act of 1982). This section
requires the Secretary to establish
criteria in regulations that distinguish
between physicians® services that are
professional medical services personally
furnished to an individual patient by a
physician, and which contribute to the
diagnosis or treatment of that patient
and physicians' services and those that
are for the general benefit of patients,
such as quality control activities, are
furnished to the provider, and. as
provider services, must be paid for on
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the basis of provider costs. In so
establishing section 108 of TEFRA,
Congress confirmed our long-standing
interpretation of the requirements of the
Social Security Act.

On March 2, 1983, we published final
rules (with a comment period) on
payment for physician services
furnished in providers (48 FR 8902),
implementing section 108 of TEFRA. In
those regulations, we established
explicit distinctions between physician
services to individual patients, which
are reimbursable on a reasonable charge
basis under Medicare Part B, and
physician services to the provider,
which are of general benefit to patients
and are reimbursable only on a
reasonable cost basis. These regulations
apply to services furnished in hospitals,
SNFs, and CORFs, and apply to
outpatient services covered under
Medicare Part B (and paid on a
reasonable cost basis) as well as to Part
A services,

Pub. L. 98-21 amended section 1887(a)
only to provide that physician services
to the provider may be paid for only on
# reasonable cost basis or under
prospective payments under section
1886(d). Therefore, a hospital under the
prospective payment system will be
paid in full for physicians’ services to
the hospital related to care of Medicare
inpatients as part of its prospective
payments, and will be paid on a
reasonable cost basis for such services
reluted to care of Medicare outpatients.
This amendment also clearly implies
thit, for purposes of implementing
prospective payment, criteria for
identifying physicians’ services to
inpatients payable on a reasonable
chiarge should be consistent with criteria
implementing section 1887{a).

Under the March 2. 1983 rules,

§ 405.550(b) of our regulations provides
that physicians' services are medical
services to individual patients and
payable on a Part B chirge basis if—

* The services are personally
furnished to an individual patient by a
physician;

* The services contribute directly to
the diagnosis or treatment of an
individual patient;

* The services ordinarily require
performance by a physician; and

* If applicable, the services meet
certain special rules that apply to
services of certain physician specialties.
(It was necessary to develop special
distinguishing criteria for physicians'
services furnished by anesthesiologists,
radiologists, and pathologists
[§§ 405.552, 405.554, and 405.556,
respectively).)

We believe that we can best
implement section 1862(a)(14) by

identifying nonphysician services as
those services furnished to hospital
inpatients that do not meet the criteria
of § 405.550(b). including the special
criteria for anesthesiologists,
radiologists, and pathologists. Therefore,
we have added a new § 405.310{m)
governing exclusions from coverage
under section 1862(a). This new
provision will ensure the greatest
consistency and simplicity throughout
the program. As a result, for the services
# beneficiary receives as an inpatient of
a hospital, we will be making separate
and mutually exclusive payments for
either physicians' services or hospital
services, This new provision will
minimize inconsistencies of coverage
and payment between hospitals, and
will greatly limit the opportunities for
duplicate payments,

D. Services “Incident to” Physicians’
Services

Another issue in implementing section
1862(a})(14) involves whether we should
classify services furnished “incident to"
physicians’ services as physicians’ or
nonphysicians’ services when they are
furnished to a hospital inpatient for
purposes of determining coverage under
Medicare Part A or Part B. Section
1861(s) of the Act lists the medical and
health services covered under Part B.
Section 1861(s){1) is “physicians’
services” and section 1861(s}(2)(A) is
“services and supplies . . . furnished as
an incident to a physican’s professional
service.” For coverage of the services
furnished by nonphysicians as “incident
10" services, Medicare reguires an
employer-employee relationship
between the physician and the
nonphysician [common law definition),
thut the physician be present when the
service is furnished, and that the
services be of the type commonly
furnished in physicians’ offices. Over
the years, the “incident to” provision
has been used as a basis for coverage of
the services in hospitals of certain nurse
anesthetists and various nonphysician
therapists, such as physical and
occupational therapists, employed by
physicians. It is also the basis for
coverage of items and supplies
physicians furnish to patients, such as
pacemakers, lenses, and artificial hip
and knee joints,

However, many items and services
paid for as incident to a physician’s
services have also been paid for under
Part A as inpatient hospital services. For
example, services of nurse anesthetist
have been covered as inpatient hospital
services when an anesthetist is
employed by or contracts with a
hospital. Thus, under current payment
procedures, services and supplies

furnished to inpatients in some hospitals
are remibursed under Part A while, in
other hospitals, the same services and
supplies are payable on a reasonable
charge basis under Part B. The trend
toward the provision of supplies and
services by individuals and entities
other than hospitals has contributed to
higher program expenditures and &
higher copayment burden on
beneficiaries,

We believe that it is vital to the
success of the prospective payment
system that the services and supplies
included in the payment be essentially
the same in every hospital. Further,
there is a strong statutory basis for
discontinuing the use of “incident to"
billing for services and supplies
furnished to hospital inpatients. Section
1862({a)(14) states explicitly that only
physicians® services are exemp! from the
requirement that all items and services
furnished to hospital inpatient be
provided directly or under arrangement.
We could only exemp! services incident
to a physician's services if we
determined that they were included
within the definition of “physicians’
services”. The definition of such
services in section 1861{q) of the Act,
and our regulations at 42 CFR 405.550(b),
both specify that physicians® services
are performed by a physician, Thus, it is
clear that services incident to a
physician's services, which by definition
are not performed by a physician, are
subject to the exclusion from coverage
under section 1862(a)(14). Therefore, we
have included inpatient hospital
services furnished incident to a
physician's services, with one exception,
in the new § 405.310(m), as services
subject to thal coverage exclusion.

The single, time-limited exception to
this policy is the inpatient hospital
services of anesthetists, such as certified
registered nurse anesthetists, employed
by physicians. During the prospective
payment transition period, we will
permit physicians who have customarily
employed and billed on a reasonable
charge basis for the services of
anesthetists to continue this practice.
The practice of physician-employer and
anesthetist-employee is so wide spread.
and the relationship of anesthesiologis!
to anesthetist is so unique, that we
believe that it would be disruptive of
medical practice and adverse to the
quality if patient care to require all such
contracts to be renegotiated in the
limited time available before the
implementation of the prospective
payment system.

Therefore, we are providing, in
§ 405.553(b)(4). that, if a physician’s
practice was to employ anesthetists as
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of the last day of & hospital's most
recent 12-month or longer cost reporting
period ending before September 30,

1983, then the physician may continue
that practice through subsequent cost
reporting periods beginning before
October 1, 1986. However, if the
physician chooses to continue this
practice the hospital may not add the
costs of the anesthetists' services to its
base period costs for purposes of
determining the hospital-specific portion
of its transition payment rates.

E. Payment for Physician Radiology
Services Furnished to Hospital
Inpatients

The final rules published March 2,
1883 established & special test of
reasonableness for charges for radiology
services furnished in providers; that is,
§ 405.555(c)(2) provided that a carrier
could not pay a physician, for any
radiology service furnished in a
provider, an amount exceeding 40
percent of the prevailing charge for a
similar service furnished in a
nonprovider setting. This limit ensured
that payment for such services does not
inappropriately include amounts
reflecting the overhead costs associated
with producing such services: However,
that provision did not expressly apply to
services furnished to provider inpatients
outside the provider setting. (For
example, since many hospitals do not
own equipment for performing computed
tomography (CT) scans, their patients
may be transported to another hospital
or a physician's office for such services.)

Under section 1862{a)(14) of the Act,
we musl pay the hospital for
nonphysician services, such as overhead
and operating costs, associated with
furnishing radiology services to hospital
inpatients. We may pay a physician (or
other entity) only for the physician
radiology services. We believe the best
way to accomplish this is to apply the
test we developed for services furnished
in providers, thus ensuring consistent
payment for all physician radiology
services furnished to hospital inpatients.
I'he nonphysician services associated
with furnishing such radiology services
will be paid for through the hospital
since they must be furnished either
directly or under arrangements.
Therefore, we are amending
§ 405.555(c)(2) to ensure that the
reasonable charge for any physician
radiology service furnished to a hospital
'Npatient, regardless of the site at which
the service is furnished, does not exceed
%0 percent of the prevailing charge in a
nonprovider setting.

F. Payment for Physicians' Services

Furnished Through Independent
Laboratories

Independent laboratories may furnish
a variety of services to hospitals and
their inpatients, Historically, these
services have sometimes been paid for
under Medicare Part B, in accordance
with section 1861(s)(3), and have
sometimes been furnished under
arrangements and covered under
Medicare Part A. These practices have
not taken into consideration whether the
service furnished through the
independent laboratory included any
services that qualified as physicians’
service under section 1861(s}(1). In
implementing section 1862(a)(14),
however, we must distinguish between
independent laboratory services which
are nonphysician services for purposes
of this provision, and which therefore
must be furnished under arrangements,
and any independent, laboratory
services which qualify as physicians'
services reimbursable on a reasonable
charge basis under Part B,

In the March 2, 1983, regulations on
payment for physicians’ services
furnished in providers, we established
criteria for identifying physician
laboratory services that are
reimbursable on a reasonable charge
basis. We believe that these criteria
afford the most appropriate and
consistent basis for distinguishing
physicians' services reimbursable on a
reasonable charge basis furnished by
independent laboratories. These
regulations, at 42 CFR 405.558, provide
that physician laboratory services, to be
reimbursable on a reasonable charge
basis, must meet the requirements of
§ 405.550(b) (see discussion in paragraph
V.C. of this preamble), and are—

* Anatomical pathology services;

* Services performed by a physician
in personal administration of test
devices, isotopes, or other materials to
an individual patient; or

« Consultative pathology services
that—

* Are requested by the patient’s
attending physician;

* Relate 10 a test resull that lies outside
the clinically significant normal or
expected range in view of the
condition of the patient;

¢ Result in a written narrative report
included in the patient's medical
record: and

* Require the exercise of medical
judgment by the consultant physician.
In order to ensure that these criteria

are applied to independent laboratory

services furnished to hospital inpatients,
we are amending § 405.556 in these

interim rules by adding a paragraph
explaining this application.

V. HOSPITAL PROVIDER
AGREEMENTS

A. Background

Part 489 of Title 42 of the Code of
Federal Regulations implements section
1866 of the Act, which specifies the
terms of provider agreements and the
providers that may enter into such
agreements. Provider agreements are the
basic legal instrument by which a
provider enters into participation in the
Medicare program. In these agreements
providers agree to comply with the
requirements of the Act, Title XVIII and
related programs. If we find that a
provider has not complied with those
requirements and the implementing
regulations, we may terminate the
provider agreement, and thus terminate
the provider's participation in the
Medicare program.

Section 602(f) of Pub. L. 88-21 added
three new paragraphs to section
1866(a)(1) of the AcL. All three of these
paragraphs refer explicitly to hospitals,
rather than providers in general. They
provide, in addition to the other
requirements of section 1866, that in
order to participate in Medicare and
receive Medicare payment, a hospital
must file an agreement with the
Secretary—

(F) in the case of hospitals which provide
inpatient hospital services for which payment
may be made under subsection (¢) or {d) of
section 1886, 1o maintain an agreement with &
utilization and quality control peer review
organization (if there is such an organization
which has a contract with the Secretary
under part B of title XI for the area in which
the hospital is located) under which the
organization will perform functions under
that part with respect to the review of the
validity of diagnastic information provided
by such hospital, the completeness,
adequacy, and quality of care provided. the
appropriateness of admissions and
discharges, and the appropriateness of care
provided for which additional payments are
sought under section 1886{d})(5), with respect
to inpatient hospital services for which
payment may be made under part A of this
title (und for purposes of payment under this
title. the cost of such agreement 1o the
hospital shall be considered a cost incurred
by such hospital in providing inpatient
services under part A, ande(i) shall be paid
directly by the Secretary to such organization
on behalf of such hospital in accordance with
& rate per review established by the
Secretary, (i) shall be transferred from the
Federal Hospital Insurance Trust Fund,
without regard to amounts sppropriated in
advance in appropriation Acts, in the same
manner as transfers are made for payment
for services provided directly to
beneficiaries, (ili) shall be not less than an
amount which reflects the rates per review
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extablished in fiscal year 1982 for both direct
and administrative costs {adjusted for
inflation), and (iv) shall not be less in the
aggregate for a fiscal year than the aggregate
amount expended in fiscal year 1962 for
direct and administrative costs (adjusted for
Iinflation)) of such reviews,

(G) in the case of hospitals which provide
inpatient hospital services for which payment
muy be made under subsection (b) or (d) of
section 1886, not to charge any individual or
any other person for Inpatient hospital
services for which such individual would be
entitled 1o have payment made under part A
but for a denial or reduction of payments
under section 1886{f)(2). and

(H} in the case of hospitals which provide
inpatient hospital services for which payment
may be made under this title. 1o have all
{tems and services (other than physicians’
services as defined in regulations for
purposes of section 1862{a)(14)) (i) that are
furnished to an individual who is an inpatient
of the hospital, and (ii) for which the
individual is entitied 1o have payment made
under this title, furnished by the hospital or
otherwise under arrangements {as defined in
section 1861{w)(1)) made by the hospital.

In addition to these new provisions,
section 1866 was amended to conform
generally to the prospective payment
system established by Pub. L. 98-21. As
a resull, we must also make conforming
chinges in our regulations at Part 489,

B. Changes Affecting Basic Provider
Agreement Commitments

In these interim regulations, we are
amending Part 489 to eliminate
inappropriately restrictive references to
reasonable cost reimbursement (see
§ 489.3), and are amending § 489.20
(dealing with the basic commitments
providers must make in their
agreements) to add specific reference to
the new commitments hospitals must
make under sections 1866(u)(1) (F), (G)
and (H).

Further, we are adding new language
to § 489.21 (Specific limitations on
charges) to reflect the requirements of
the prospective paymgnt system in
general. This will take the form of a new
paragraph {e), referring to inpatient
hospital services paid for under the
prospective payment system. and a new
paragraph (f), referring to nonphysician
services furnished to hospital inpatients.
The new § 489.21(e) specifies that a
hospital may not charge a beneficiary
for inpatient hospital services for which
the beneficiary would be entitled to
have prospective payment made but for
& denial or reduction in payments as a
result of admissions or quality review.
(See § 405.47 of this chapter or section
1886(f) of the Act.)

A new § 489.20(d) specifies that all
Medicare covered services furnished to
hospital inpatients, other than physician
services reimbursable on a reasonable

charge basis under § 405.550(b), must be
furnished by the hospital or by others
under arrangements made with them by
the hospital. A new § 489.21(f) specifies
that the hospital may not charge or
permit others to charge for these
services.

C. Waiver of Requirements of Section
1866(a)(1)(H)

Section 602{k) of Pub. L. 88-21
temporarily authorizes waiver, in
certain circumstances. of the
requirement that nonphysician inpatient
hospital services be furnished either
directly or under arrangements. Section
602(k) reads as follows:

(k) The Secretary of Health and Human
Services may, for any cost reporting period
beginning prior to October 1, 1986, waive the
requirements of sections 1862{a)(14) and
1866(u){1)(H) of the Social Security Act in the
case of & hospital which has followed a
practice, since prior 1o October 1, 1982, of
allowing direct biiling under part B of title
XVIII of such Act for services {other than
physician services) so extensively, that
immediate compliance with those
requirements would threaten the stability of
patient care. Any such waiver shall provide
that such billing maey continue to be made
under part B of such title but that the
payments to such hospital under part A of
such title shall be reduced by the amount of
the billings for such services under part B of
such title. If such a waiver is granted. al the
end of the waiver period the Secretary may
provide for such methods of payments under
part A as is appropriate, given the
organizational structure of the institution,

Since we are implementing section
1866{a)(1)(H) through amendments to
our regulations governing provider
agreements, we are also implementing
this waiver authority through
regulations in Parl 489. This also ensures
applicability of these requirements and
waivers to all hospitals participating in
Medicare, including not only hospitals
paid under the prospective payment
system, but those paid under reasonable
cos! reimbursement (regulations at 42
CFR Part 405, Subpart D),
demonsirations, or the new regulations
{published elsewhere in this issue of the
Federal Register in 42 CFR Part 403 on
Stale cost control systems implementing
section 1886(c) of the Act.

We are establishing in these final
rules @ new § 489.23 that sets forth
criteria for a waiver under section
602(k), specifies how & hospital must
apply, and gives the terms that a
hospital and its suppliers must meet
under a wiiver agreement. Essentially,
to qualify for a waiver, a hospital must
have allowed extensive billing under
Part B for services furnished to
inpatients before October 1, 1982, and
must demonstrate that certain criteria

we have established to determine
whether this practice was so extensive
that the hospital’s immediate
compliance with section 1862(a)(14) is
impossible and that a sudden change in
attempting to so comply would threaten
the stability of patient care.

The first criterion is that a hospital
must show that the outside suppliers’
reasonable charges for nonphysician
services in the hospital's base period
must have been at least 125 percent of
the reasonable cost of the nonphysician
ancillary services furnished to Medicare
inpatients by the hospital, exclusive of
the costs for operating room, recovery
room, labor and delivery room, and
drugs and medical supplies charged to
patients. Second, the hospital must show
that at least three ancillary services
furnished for its inpatients have been
provided by outside suppliers and billed
directly under Medicare Part B,

In developing these criteria, we relied
on the clear intent expressed in the
Senate Finance Committee Report (S
Rept. No. 88-23, 98th Congress, 1s!
Session, 50 (1983)) and the House
Committee on Ways and Means Report
(H. Rept. No. 98-25, 98th Congress. 1st
Session, 138 (1983)). Congress intended
that the waiver of the requirements of
sections 1862(a)(14) and 1866{&)(1)(F) be
granted in relatively few cases, that the
administrative burden be limited, and
vet that flexibility be provided for
hospitals that currently do permit
extensive Part B billing far inpatien!
services furnished to their inpatients.

We believe the 125 percent criterion is
a reasonable measure of whether a
significant proportion of services have
been billed under Part B. By excluding
from the comparison those ancillary
services that generally are not
reimbursable under Part B for hospital
inpatients, the criterion recognizes thal
certain ancillary services must be
furnished by the hospital and, at the
same time, assures that the Part B
billings are extensive for those services
that can be billed by an outside supplier
The second criterion is based on the
expectation expressed in the House
Report that a change in billing
arrangements for one or two services
would not create hardship (H. Rept. 98-
25, page 138).

The regulations &lso require that a
hospital must show that its suppliers
have agreed to certain conditions. First,
the suppliers must agree to bill only for
services for which payment may be
made under Part B. This condition has
the effect of limiting the waiver only 10
services that are covered under Part B
and of protecting the beneficiary from
being billed for services, such as drugs.
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which would be covered under Part A if
furnished by the hospital but cannot be

covered under Part B when billed by an
outside supplier,

Other requirements are necessary to
enable us to make the required
reduction in the hospital's prospective
payment amounts to reflect Part B
billings. Under section 602(K), we must
reduce Medicare Part A payments (o a
hospital for the amount of Part B billings
for nonphysician services furnished to
the hospital's inpatients. To implement
this requirement, we are requiring a
hospital to show that its suppliers have
agreed to the following practices:

* To bill the program directly (even if
assignment is not taken) for services
furnished to Medicare beneficiaries;

* To submit a bill within 30 days of a
beneficiary’s discharge;

* To specify on the bill that the
services were furnished to an inpatient
of a particular hospital; and

* To identify the nonphysician
services that were furnished and the
charge for each service.

VI. CONFORMING CHANGES
A. Explanation

The preamble 1o this interim final rule
discusses many amendments, additions,
and changes to our regulations as
published in 42 CFR Chapter IV. There
are a number of other changes that must
be made in the CFR to make it
consistent with the prospective payment
svstem and the statutory changes made
by Pub. L. 98-21.

In order to make clear the actual
changes we are making in HCFA
regulations as codified in the CFR, we
are providing the following discussion,
including some brief explanations of
additions, deletions, and amendments to
the regulations that are not discussed
¢lsewhere in this document, but which
dre necessary and appropriate for the
consistent implementation of Pub, L. 98-
21. We are also including some technical
correclions not directly related to the
Prospective payment system.

8. Introduction to Subpart D—8§ 405.401

Because we have decided to
icorporate the main prospective
payment regulations in Subpart D, it is
necessary to revise § 405.401, which
serves as a general introduction to the
entire Subpart. In addition, we are
émending the table of contents of
Subpart D by adding center headings
designed to ease finding of the
“pplicable sections of the regulations.

As revised, § 405.401 summarizes the
ipplicability, structure, and scope of the
Provisions of Subpart D. In this section,
We point out which providers and which

cost will be reimbursed on a reasonable
cost basis, and which will be paid on a
prospective basis. We also point out
special rules applying to ESRD facilities,
teaching hospitals, and the costs of
physician services to hospitals.

C. Methods of Apportionment Under
Title XVIII—§ 405.404

The apportionment regulations set
forth in § 405.404 are either obsolete or
repetitive of regulations in §§ 405.452
(Cost related to patient care) and
405.453 (Adequate cost data and cost
finding), Therefore, we are deleting this
section.

D. Cost of Educational Activities—
§405.421

Under section 1886(a)(4) of the Social
Security Acl, costs of approved
educational activities will continue to be
reimbursed on a reasonable cost basis.
We have deflined approved educational
activities as those meeting the criteria of
and within the scope of 42 CFR 405.421,
Cost of Educational Activities. However,
§ 405.421(d) distinguishes only
orientation and on-the-job training as
not being within the scope of this
regulation. Prior to the prospective
payment system, this distinction was
not significant, since training costs not
within the scope of § 405.421, as well as
costs of approved educational activities,
were reimbursed on a reasonable cost
basis.

This is no longer true for hospitals
paid under the prospective payment
system, since any training costs incurred
by a hospital which are within the scope
of § 405.421 will continue to be
reimbursed on a reasonable cost basis,
while costs not within the scope of the
regulation will be considered part of
inpatient operating costs to be included
in the prospective payment rates. As the
regulation now stands, costs of many
types of training activities, which we do
not consider within the scope of the
regulation, will nonetheless qualify for
separate reasonable cost reimbursement
in addition to the prospective payments.

Therefore, it is important that we
clearly differentiate between approved
educational activities in which a
hospital may be engaged and other
training costs a hospital may incur.
Approved educational activities are
already adequately addressed. These
activities are defined in § 405.421(b),
while § 405.421(e) (and § 405.118(f)) list
recognized approved medical and
paramedical programs. Further,

§ 405.421(f) recognizes there may be
additional approved training programs
in which a provider is engaged.

On the other hand, other training
activities are not adequately addressed

in the regulations at §§ 405.421(d) and
405.451. To better define these activities,
we are listing common examples of such
training, currently listed in the Provider
Reimbursement Manual section 416 (i.e.,
costs of a medical library, refresher and
post-graduate programs, part-time
education, educational workshops and
training in use of medical appliances), in
the regulations in § 405.421(d).

E. Grants, Gifts, and Income From
Endowments—8§ 405.423

Medicare policy concerning the
treatment of grants and gifts has been in
a state of transition for some time. As a
general rule, grants and gifts that have
been restricted by the donor to pay for a
specific operating cost {or group of
costs) have been used to reduce that
cosl. However, a number of exceptions
to the general rule on the treatment of
restricted contributions have been
administratively established and
implemented over time. The exceptions
(which represent a liberalization of the
rule) have resulted from situations
where strict application of the general
rule would not yield an equitable or
desirable effect. These exceptions have
included:

* Seed money grants;

* Deficit financing grants;

* Grants for primary care education
programs;

* Contributions which benefit only
non-Medicare patients; and

» Capital assets purchased with
donated funds.

Except for grants for primary care
education programs, the exceptions are
not contained in the regulations,
although they are being applied by the
Medicare intermediaries.

The Omnibus Reconciliation Act of
1980 (Pub. L. 96-499) contained a
provision dealing specifically with
hospital philanthropy. Section 901 set
out the same general rule pertaining to
those contributions which shall not he
offset as our regulations contain. In
addition, the section reaffirmed the
Secretary’s authority not to offset those
types of donor-restricted grants and gifts
which the Secretary finds, in the best
interests of needed health care, should
be encouraged.

The intent behind the general rule
pertaining to restricted contributions is
to prevent providers from receiving
double payment for a given cost—once
from the contribution and once from
Medicare—and to permit the Medicare
program to derive the same benefit from
the contribution as do athers. We
believe the general rule no longer has a
significant impact on Medicare program
outlays.
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Hospitals are the largest beneficiary
of restricted grants and contributions.
Under the prospective payment system,
the treatment of the grants and
contributions for purposes of
determining reasonable cost will not
affect Medicare reimbursement for
inpatient operating services.

Since the offset of donor restricted
contributions appears to dilute the effect
of the contribution, it may discourage
private philanthropy. Because we
believe it is in the best interests of
needed health care o increase private
sector support of health care
institutions, we are eliminating
§ 405.423. As a result, restricted grants
and gifts will no longer be used to offset
costs effective with cost reporting
periods beginning on or after Oclober 1,
1683,

F. Compensation of Owners—§ 405.426

Existing regulations at § 405.426(d)
state paymen! requirements that do not
need to be incorporated in such
regulations. Paragraph {(d){1) includes
requirements concerning sole
proprietorships that are implicit in other
regulations at § 405.426(c)(2). Paragraph
(d}(2) sets forth special rules on the
compensation paid corporate “owners".

However, our program instructions in
section 2305 of the Provider
Reimbursement Manual (HCFA Pub. 15-
1) provide rules applicable to liquidation
of short-term liabilities that are
sufficient to safeguard against sbuse in
this area. Therefore, we are deleting
paragraph (d) from § 405.426.

G. Allowance in Lieu of Specific
Recognition of Other Costs—§ 405.428

The provisions of this regulation have
not been applicable to cost reporting
periods beginning after June 30, 1969. It
has long been obsolete, and we are
therefore repealing it.

H. Return on Equity Capital—$§ 405.429

Currently, we allow proprietary
providers {as described in
§ 405.429(1)(2)) a reasonable return on
equity capital invested and used in the
provision of patient care. For these
providers, we allow the amount of such
a return as an amount in addition to the
reasonable cost of covered services.
This return on equity capital is being
treated as a capital-related cost for the
rate of increase ceiling (§ 405.463), and
the prospective payment system.

Under regulations at § 405.429, we
have, since 1966, determined the amount
of the allowable return on equity “by
applying to the provider’s equity capital
@ percentage equal to one and one-half
times the average of the rates of interest
on special issues of public debt

obligations issued to the Federal
Hospital Insurance Trust Fund for each
of the months during the provider's
reporting period or portion thereof
covered under the program".

(§ 405.429(a)(1))

However, section 1886(g)(2) of the Act,

added to title XVIII by Pub. L. 88-21,
enacted April 20, 1083, provides that the
amount of allowable return on equity
capital related to inpatient hospital
services shall "be equal to amounts
otherwise allowable under regulations
in effect on March 1, 1983, except that
the rate of return to be recognized shall
be equal to the average of the rates of
interest, for each of the months any part
of which is included in the reporting
period, on obligations issued for
purchase by the Federal Hospital
Insurance Trust Fund.” This provision is
effective for cos! reporting periods
beginning on or after the date of
enactment, that is, April 20, 1983,

We issued appropriate instructions
revising chapter 12 of the Provider
Reimbursement Manual (HCFA Pub. 15-
1, Transmittal 292) in July, 1983. In
addition, we are making conforming
changes to our regulations at
§ 405.429(a){1), in order to make clear
that the rate of return on equity capital
related to inpatient hospital services, as
calculated for cost reporting periods
beginning before April 20, 1983, is
calculated in an identical manner, but
set at a reduced level, for cost reporting
periods beginning on or after April 20,
1983. No other regulatory changes are
necessary to implement section
1886(g)(2) of the Act.

1. Inpatient Routine Nursing Salary
Differential—$§ 405.430

Section 103 of TEFRA eliminated this
differential effective with services
furnished on or after October 1, 1882. As
a result, § 405,430 does not affect cost
reporting periods ending on or after
September 30, 1883. Therefore, we are
eliminating this section effective
October 1, 1983.

J. Physical and Other Therapy Services
Furnished Under Arrangements—
§ 405.432

Section 1861(v)(5) of the Act specifies
that the reasonable cost of therapy
services furnished under arrangements
shall not exceed the amount that would
be payable on a salary-related basis.
The statutory provision is intended to
control program expenditures and to
prevent abuse, This abuse generally
occurs by therapists contracted by other
providers who have little or no financial
incentive to control therapy costs. Since
the costs of providing therapy services
under arrangement are operating costs,

the salary equivalency guidelines will
not be applicable to inpatient hospital
services covered under the prospective
payment system. With respect to
hospitals that are excluded from the
prospective payment system. we believe
that the rate of increase limitation under
§ 405.463 establishes a definite incentive
to provide services in a prudent and
cost-conscious manner and that the
guidelines are unnecessary to assure
that the requirement of Section 1861
(v)(5) is met with respect to inpatient
hospital services. Therefore, effective
with cost reporting periods beginning on
or after October 1, 1983, inpatient
hospital services will be excepted, under
a new provision at § 405.432(f)(4), from
the guidelines if the costs of the therapy
services furnished under arrangements
are subject to the provisions of

§§ 405.463 or 405.470. The guidelines will
continue to apply to services furnished
to outpatients and to patients of a
hospital-based SNF or hospital-based
HHA, as well as for other providers
reimbursed on a reasonable cost basis.

K. Swing-Bed Hospitals—§§ 405.434 and
405.452

On July 20, 1982, we published interim
final regulations (with a comment
period), implementing section 904, the
“swing-bed" provision, of Pub. L. 96-499
(47 FR 31518},

This provision allowed certain small
rural hospitals to use their inpatient
facilities to furnish skilled nursing
facility (SNF) services to Medicare and
Medicaid beneficiaries, and
intermediate care facility (ICF) services
to Medicaid beneficiaries. These
hospitals are reimbursed for SNF and
ICF services at rates appropriate to
those services, which are generally
lower than hospital rates. Special
Medicare reimburgsement rules for
swing-bed hospitals were established st
§ 405.434, and special provisions for
determining the appropriate cost of
hospital and SNF services for purposes
of Medicare reimbursement were added
to § 405.452, Determination of cost of
services to beneficiaries.

Those regulations governing Medicare
reimbursement for swing-bed hospital
services were based on reasonable cost
reimbursement principles. However,
under the prospective payment system,
swing-bed hospitals are not excluded
from prospective payment for the
inpatient hospital services they furnish.
and therefore we must change our
method for paying swing-bed hospitals
for inpatient hospital services. Since the
prospective payment system applies
only to payment for inpatient hospital
services, the swing-bed regulations on
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Medicare reimbursement for SNF-type
routine and SNF-type ancillary services
furnished in a swing-bed hospital will
not change. That is, routine SNF-type
services will continue to be reimbursed
based on the prior calendar year
Statewide Medicaid rate, and ancillary
services furnished to swing-bed patients
will continue to be reimbursed on a cost
basis.

Under the present system, routine
service costs applicable to swing-bed
patients are subtracted (that is, carved-
out} from total inpatient general routine
service costs before computing the cost
of furnishing routine services to hospital
inpatients, The carve-out calculation is
nol appropriate under the prospective
pavment system because Medicare
reimbursement for inpatient hospital
services will not be based on cost.
Swing-bed hospitals subject to the
prospective payment system will be
paid like any other hospital and the
carve-out provision will not be applied.

Therefore, in these interim final
regulations, we are amending existing
swing-bed regulations as follows:

* § 405.434(c)(3) is revised to provide
that the cost of swing-bed ancillary
services will be determined in the same
manner as the reasonable cos! of other
ancillary services furnished by the
hospital which are not inpatient
services,

* The provisions of § 405.452(b)(3)
(now located at § 405.452(b)(2)) are
being revised to stipulate that the carve-
out method for computing general
routine inpatient hospital service costs
does not apply to swing-bed hospitals
that are subject to prospective payment,

L. Costs of Services to Beneficiaries—
§405452 ~

~ Most of the provisions of § 405.452
have become obsolete. We are deleting
those provisions and reorganizing the
rest of the regulation,

M. Private Room Cost Differential—
§ 405452

We are amending the Medicare
regulations on cost apportionment (42
CFR 405.452) to revise the methodology
for computing reimbursement for
Inpatient general routine service costs.
The regulations now provide that for
cost reporting periods beginning
October 1, 1982, or later, that in
computing reimbursément for inpatient
toutine services, the difference in costs
between private and semiprivate
accommodations will be reimbursed
only when private rooms are furnished
10 Medicare beneficiaries for medically
necessary reasons, For hospitals subject
' the prospective payment system, it
will no longer be necessary to determine

the higher costs of private rooms since
the same amount per discharge will be
paid regardless of whether private or
semiprivate accommodations are
provided. (Hospitals will, however,
continue collecting the private room
charge differential when private rooms
are requested and are not medically
necessary.)

N. Cost Data and Cost Finding—
§ 405453

Section 405.453(g) sets forth rules on
outstanding current financing payments.
All such cases involving current
financing are now referred to either the
General Accounting Office or to the
Department of Justice for collection.
Removal of this provision for future cost
reporting periods will not affect the
status of existing overpayment cases.

O. Lower of Cost or Charges—§ 405.455

We are revising the regulations at 42
CFR 405.455 to provide that the lower of
cost or charges (LCC) provision will not
apply to the determination of payment
for Part A Medicare inpatient hospital
services under either the rate of increase
or the prospective payment system.
With respect to the rate of increase
provision, section 1886(b) of the statute,
enacled by section 101 of TEFRA
effective for cost reporting periods
beginning on or after October 1, 1982,
provides that the rate of increase ceiling
provisions are to be applied in
determining payment for inpatient
operating costs notwithstanding section
1814(b) which is the LCC provision.
With respect to hospitals subject to the
prospective payment system, payment
for inpatient operating costs is to be
made on the basis of a fixed amount per
discharge rather than on the basis of the
lower of reasonable costs or charges.

We are discontinuing application of
the lesser of cost or charges rule with
respect to all Part A Medicare inpatient
hospital services, effective October 1,
1982, rather than suspending application
of the rule for only the operating costs of
inpatient hospital services. "Operating
cosis of inpatient hospital services" are
defined under the statute as “'all routine
operating costs, ancillary services
operating costs and special care unit
operating costs with respect to inpatient
hospital services.” Operating costs
exclude capital-related costs, and cosis
allocated by a hospital to approved
medical education programs, such as
nursing school or approved intern and
resident programs, on its Medicare cost
report. In order to apply the lesser of
cost or charges rule to capital-related
costs, and costs of medical education
programs, we would have to identify
separate charges for these costs.

However, hosptials generally do not
establish separate charges for these
types of costs. Therefore, we would be
imposing a significant new
recordkeeping burden on hospitals if we
were to apply the lesser of cost or
charges rule to these costs. For this
reason, we have chosen to discontinue
application of the lesser of cost or
charges rule with respect to all Part A
Medicare inpatient hospital services
furnished in cost reporting periods
beginning on or after October 1, 1982.

We do not permit any unreimbursed
cosls from a prior cost reporting period
to be recovered in any cost reporting
period in which the allowable costs for
that cost reporting period will exceed
the cost limits established for inpatient
hospital operating costs under 42 CFR
405.460, Therefore, we are also revising
42 CFR 405.455(d)(1) to state that we will
not permit unreimbursed costs from a
prior cost reporting period to be
recovered in a current cost reporting
period if the allowable costs of the
current cost reporting period will exceed
the rate of increase ceiling under 42 CFR
405.463,

P. Hospital Cost Limits-§ 405.460

Pub. L. 98-21 enacted section
1886(a)(1)(D) of the Act to provide that
cost limits on hospital inpatient
operating costs established under
section 1886{a) would not apply to
hospital cost reporting periods beginning
on or after October 1, 1883. We had
implemented section 1886(a) by
amending our regulations at 42 CFR
405.460, which had been established to
implement the cost limits authorized by
section 1861{v)(1){A) of the Act, as
amended by section 223 of Pub. L. 92-
603.

We are now further amending
§ 405.460 to provide that it does not
apply to the operating costs of inpatient
hospital services furnished in cost
reporting periods beginning on or after
October 1, 1983. With this one
qualification, section 405.460 continues
in effect unchanged, and we will
continue to issue cost limits on SNF and
HHA services under its authority,
Further, we could at a future date, issue
limits on hospitals' reimbursable costs,
such as outpatient or capital-related
costs, under the authority of § 405,460
and section 1861(v)(1) of the Act.

Q. Rate of Increase Limit—§ 405.463

In addition to establishing the
prospective payment system, Title VI of
Pub. L. 9621 amended section 1886(b) of
the Act which is implemented by
regulations at § 405.463. Section 601{b)
of Pub. L. 98-21 provided that:
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* The rate of increase limit would
continue indefinitely instead of being
limited to 3 years duration;

* The target rate percentage must be
based on a prospective estimate of the
market basket increase;

* The rate of increase ceiling applies
to all hospitals excluded from the
prospective payment system onder
section 1886(d) of the Act: and

* The existing provisions on the FICA
adjustment, which had not been
implemented, were repealed. and a new
puragraph 1886(b)(6} was added to the
Act providing for adjustment of base
period costs to account for FICA taxes
incurred by a hospital that had not
incurred such taxes in its base period.

In addition, section 601({a) of Pub. L.
98-21 amended the definition of
inpatient operating costs for all
hospitals under Medicare (see smended
section 1886{a)(4) of the Act); therefore,
changes are required in the rate of
increase ceiling regulations.

As a result of these statutory
amendments, we are amending § 405463
in several ways:

* We are deleting all references to the
inapplicability of the rate of increase
limits to cost reporting periods
beginning on or after October 1. 1985.
Section 405.463 will now apply
indefinitely.

* We are clarifying the costs subject
to the ceiling, representing that for cos!
reporting periods beginning on or after
October 1, 1883, only capital-related
costs and the direct costs of approved
medical education programs will be
excluded from the ceiling. Hospitals
must treat such costs consistently with
treatment in their base period.

* We are providing that the target
rate percentages by which target
amounts will be determined will be
published in a quarterly Federal Register
notice. Target rate percentages will still
be prorated for cost reporting periods
that span portions of two calendar
vears. Further, we have made it explicit
in the regulations that we will not
retroactively adjust the prospectively
set target rate percentages if the actual
increase in the market basket differed
from the estimate.

R. Physician Compensation Limits—
§ 405482

On March 2, 1983, we published in the
Federal Register (48 FR 8902) final
regulations on payment for physician
services furnished in providers. (On
May 31, 1983, we also published a notice
(48 FR 24308) delaying the effective date
of those rules from May 31, 1983, to
October 1, 1983, coingiding with the
effective date of these regulations.)
Among other provisions, those

regulations established reasonable
compensation equivalent (RCE) limits on
the' amount of physician compensation
allowable under Medicare for furnishing
services to providers, implementing
section 1887(a)(2) of the Act, enacted by
section 108 of TEFRA.

Since March 2, 1983, Pub. L. 98-21
established the prospective payment
system implemented in these
regulations. Conforming changes made
to section 1887(a)(1) by section 602(i) of
Pub. L. 98-21 ensured that payment for

physician services to included would be *

in prospective payments for inpatient
hospital services. However, section
1887{a){2} was not amended and applies
only to cost reimbursement. As a result,
RCE limits do not apply to the operating
costs of inpatient hospital services paid
for under the prospective payment
system.

Therefore, we are amending § 405.482
1o provide that the RCE limits do not
apply to physician compensation related
1o inpatient hospital services paid for
under the prospective payment system.
As a result, we will apply these limits to
inpatient operating costs, beginning
October 1, 1983, only to hospital cost
reporting periods, or portions thereof,
that are not subject to the prospective
payment system. However, even after a
hospital comes under the prospective
payvment system, the RCE limits will
apply to the hospital's outpatient costs.

S. Physician's Assumption of Provider
Operating Costs—8§ 405.550(e).

This provision was also added by the
March 2, 1983 rules on payment for
physician services furnished in
providers. This paragraph had differing
effective dates as set forth in
£ 405.550(e)(2) due to the impact of its
provisions on lease arrangements.
particularly the long-established
relationships. Generally, these rules
were to be effective June 30, 1983, but
for such arrangements that predated the
Medicare program, application of these
rules was delayed until March 2., 1985.
The rules made no provision for
separate treatment of services based on
the inpatient or outpatient status of
provider patients.

As noted above, Pub. L. 88-21
established & new section 1862(a)(14).
affecting services furnished to hospital
inpatients, including those furnished by
leased departments. In order to evaluate
the relationships between the
prospective payment legislation and the
March 2, 1983 rules, the effective date of
the entire package was delayed until
October 1, 1983. The May 31 Federal
Register notice (48 FR 24308) that
announced this delay was not specific
on the application of the rules to

providers which would have qualified
for the March 2, 1985 effective date.

The guestion now being addressed (s
whether the rules in § 405.550(¢) shoukd
be applied with respect to services
furnished o outpatients in those
hospitals.in which lease arrangements
were established before July 1, 1966. Wi
have decided that in view of the
requirement of section 1862 (a)(14) and
the exception to that requirement made
available under section 602(k] of Pub. L.
98-21, we are deleting paragraph (e)(2).
Thus, the March 2, 1985 effective date is
not applicable to any hospital services
Hospitals that are granted the special
waiver for the 3-year transition period
under section 602(k) of Pub. L. 98-21
may continue to have such
arrangements for outpatient services as
well. No requests for exceptions from
compliance with section 405.550(¢] for
services to outpatients will be
considered.

In addition, we are making minor
changes in the language of the other
provisions of paragraph (e) to conform
to the prospeclive payment system.

T. Payment for Anesthesia Services
Furnished Directly by a Physician

Medicare policy has permitted
payment for a physician’s personally
furnished anesthesiology services and
anethetist services furnished “incident
to” a physician’s service in the same
way, that is, on a reasonable charge
basis under Part B, and in the same
amounl, that is, the reasonable charge
for such service has been the same for
an individual physician whether the
service was personally furnished or
furnished by an anesthetist in his or her
employ. The final rules published on
March 2, 1983, limited the number of
concurrent services furnished by
anesthetists that would qualify for
reasonable payment. This limitation
applied to services furnished “inciden!
to a physician's service. (We also, for
the first time, provided for payment on «
reasonable charge basis for a
physician's medical direction of CRNAs
not in his or her employ, but this change
is not pertinent to this discussion.)
Further, we provided a specific method
for determining the reasonable charge
for a physician’s concurrent service.

We assumed that generally it would
be understood that the method
established in §§ 405.552 and 405.553
would apply when the carrier
determined the reasonable charge for an
anesthesiology service that was
personally furnished by a physician.
However, we did not explicitly provide
this in our regulations. It is, of course,
necessary to determine reasonable
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charges for similar services in the same
way. The carrier considers, in
determining a reasonable charge, both
the physician's customary charge for the
service and the prevailing charge for the
service in the locality. The prevailing
charge is intended, among other things,
to cover 75 percent of the customary
charges made for similar services in the
same locality during a specified period.
It is only possible to do this if our
carriers use a single system,

In the case of anesthesia, since
physicians generally vary their charge
for anesthesia services based on the
duration of the surgery, the system we
(and many Blue Shield Plans) use
recognizes this factor. The majority of
anesthesiologists bill charges that are
derived from procedure-specific base
units lo which they add units for time
intervals, e.g., 10, 12, or 15 minutes of
elapsed time. They multiply the total
units (e.g. base plus time) by a dollar
amount to arrive at their charge for an
individual service. Hence, our carriers
base the customary and prevailing
charges for anesthesiology services on
the dollar amount multiplier because
this is the sole constant factor used by
most anesthesiologists nationwide. This
is the applicable method for determining
Medicare reasonable charges for
personally furnished anesthesiology
services, services of anesthetists that
are "incident to™ an anesthesiologist's
services, and when applicable, for the
‘medical direction' an anesthesiologist
furnishes 1o anesthetists who are not in
his employ.

After publication of the March 2, 1983
final rules we received comments on
how this would apply to physicians
furnishing services directly, since there
are some who do not set their charges
this way, We have discussed those
comments and our response to them in
the notice on payment for physician
services published elsewhere in this

issue of the Federal Register. As a result,

we are amending our regulations at
$§ 405.552 and 405.553 to explicitly refer
lo services furnished by a physician
without the assistance of an anesthetist.
I'his conforms those provisions to our
original intent, and ensures consistent
payment for anesthesia services.

Nofe: See section IV. D. of this preamble
o1 mher chunges uffecting payment for
anesthesia services:)

U. Reimbursement of Health
Maintenance Organizations (HMOs)—
§ 405.2041(d)

We are amending paragraph (d) of
§ 405.2041 to delete inappropriate
references to reasonable cost.
mimbursement. This regulation allows
4n HMO to elect 1o have providers of

services that furnished covered services
to the HMO's enrollees paid directly by
Medicare. The HMOs will continue to
have this election regarding hospitals
paid under the prospective payment
system.

V. Lifetime Reserve Days—8 409.65(e)

Medicare provides coverage of up to
90 days of inpatient hospital services in
a benefit period. Days of inpatient
hospital services count toward this limit
without regard to whether the
beneficiary chooses to have Medicare
pay for them. In addition, each
beneficiary has a lifetime reserve of 60
additional days of inpatient hospital
coverage to draw on after he or she uses
the 90 days in a benefit period. Medicare
payment is made for these additional
days of hospital care after the 90 days of
benefits have been exhausted, unless
the beneficiary elects not to have such
payment made (and thus save his or her
reserve days for a later time). Under
existing regulations at § 409.65, the
beneficiary may, subject to certain
restrictions, file an election not to use
his or her lifetime reserve days for a
particular hospital stay or part of a stay.

The option not to use lifetime reserve
days for part of the nonoutlier portion of
@ stay, in conjunction with the
prospective payment provisions, would
give the beneficiary an advantage in the
use of his or her lifetime reserve days
not contemplated by the statute. Under
§ 405.470(b)(2) of the prospective
payment regulations, the full prospective
payment, exclusive of outliers. will be
made for each stay during which the
beneficiary receives at least one day of
payable care. Thus, under the existing
rules, a beneficiary would need to use
only one lifetime reserve day for each
hospital stay in order to have full
prospective payment made on his or her
behalf for the stay, not including outlier
days, and could save the other reserve
days to ensure full prospective payment
for up 1o 59 additional hospital stays.

To avoid this unwarranted expansion
of Medicare coverage, we are revising
§ 409.65(e] of the regulations to provide
that if a beneficiary has exhausted his
or her regular coverage in the benefit
period, any election not to use lifetime
reserve days under the prospective
payment system must apply either to the
entire stay, to all outlier days, or to all
outlier days after a specified date. On
the other hand, if a beneficiary has one
or more days of regular coverage
available upon entering the hospital,
there will be no advantage in using
lifetime reserve days, and he or she will
be deemed not to use them, for days
which are not outlier days. In this
situation, the beneficiary may also elect

not to use lifetime reserve days for
outlier days but this election must apply
either to all outlier days or to all outlier
days after a specified date.

W. Technical Corrections

1. On April 5, 1983, we published final
rules on caverage of services that are
reimbursable under automobile medical.
no-fault, or liability insurance, and
services to ESRD beneficiaries covered
under employer group health plans (48
FR 14802), adding new §§ 405.322
through 405.329 to Subpart C of our
regulations. However, we did not at that
time amend § 405.301, Scope of subpart,
to reflect the new sections. Since we are
amending Subpart C in these
regulations, we are also correcting the
oversight by adding appropriate
language to § 405.301.

2, On March 2, 1983, we published in
the Federal Register (48 FR 8902) final
regulations on payment for physician
services furnished in providers such as
hospitals, skilled nursing facilities, and
comprehensive outpatient rehabilitation
facilities. Among other changes, those
regulations established new §§ 405.550
to 405.556 to Subpart E, setting forth
rules on payment on a reasonable
charge basis for physicians' services to
individual patients furnished in
providers.

In these regulations, we are amending
portions of those new sections of
Subpart E, in order to implement the
prospective payment system. However,
since publication of those rules on
March 2, 1983, we have also found the
following technical errors in the
regulations text published in that
document, and are taking this
opportunity to correct them. In
§ 405.550(d)(2), the word “applicable”
was omitted before “conditions in
§§ 405.552, 405.554, and 405.556"". In
§ 405.554(b). a cross-reference to
“§ 405.551(e)(2)" should have referred
the reader to “§ 405.550(e)(2)". We
erroneously stated in § 405.556(a) that
certain rules would apply to “laboratory
services furnished by a physician to an
individual inpatient”, when, in fact, it
was clear from the preamble that we
intended those rules to apply to all
patients who received services in the
provider, whether on an inpatient or
outpatient basis. This document corrects
that error by changing the term
“inpatient” to “patient"” in § 405.556(a).

VII. OTHER REQUIRED
INFORMATION

A. Effective Dates

These interim final regulatior s are
effective October 1, 1983.
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In accordance with section 604{a)(1)
of Pub. L. 98-21, these rules will
generally apply to hospital cost
reporting periods beginning on or after
October 1, 1983. This is true of ull the
regulatory provisions, in particular
§§ 405.470 through 405.477, that
implement the prospective psyment
system for inpatient hospital services,
und for other conforming chunges except
us specified.

The interim regulations implementing
the “unbundling” provisions of Pub. L.
98-21, that is. sections 1862{a}{14)
fadded to Act by section 602{¢)(3) of the
1983 amendments) and section
16866{u}{1)(H) (added to the Act by
section 602(f)(1) of the 1983
amendments), are applied to items and
services furnished on or after October 1,
1983, regardless of hospital cost
reporting periods, in accordance with
section 804[a)(2) of Pub, L. 98-21. This
affects the amendments to
§% 405.301[m), 489.21, and 489.23.

In accordance with section 1886{g)(2)
of the Act. enacted by section 801(e) of
Pub. L, 98-21, the amendments to
§ 405.429 will be applied for cost
reeporting periods beginning on or after
April 20, 1883,

The provisions of § 305.453(1)(3).
relating to changes in cost reporting
periods, implement section 604{a)(1) of
Pub, L. 98-21 and are effective for cost
reporting periods ending on or after the
date of publication of these interim
rules.

The amendments to § 405455,
referring to payment of the lesser of
costs or charges, will be applied to all
inpatient hospital services furnished in
cost reporting periods beginning on or
ufter October 1, 1982,

Section 602{h)(2) of Pub. L. 88-21
amended section 1878{f){1) of the Act
regarding group appeals. These statutory
umendments are self-implementing and
were effective April 20, 1983. Therefore,
our conforming amendments to
regulations in §§ 405.1837, 405.1841, and
405.1877 cite that effective date and will
be applied to such appeals as of April
20, 1983.

B. Waiver of 30-day Delay of Certain
Effective Dates

As noted above, certain provisions of
these interim rules will take effect
without a 30-day delay in effective date.
The amendments to § 405.429, Return on
equity capital of proprietary providers:
§ 405,1837, Group Appeal; § 405.1841.
Time, place, form, and content of
reques! for Board hearing; and
§ 405.1877, Judicial review, will be
applied as of April 20, 1983. The
amendments to §405.455, Amount of
payments where customary charges for

services furnished are less than
reasonable cost, will be applied to cost
reporting periods beginning on or after
October 1. 1982, The provisions of

§ 405.453(f)(3) relating to changes in cost
reporting periods will be applied to cost
reporting periods ending on or after the
date of publication of these interim
rules;

Generally, the Administrative
Procedure Act requires us to provide
30-day delay of a substantive rule
[excep! for & rule that grants or
recognizes an exemption or relieves a
restriction). uniess we find good cause
and publish it with the rule (5 U.S.C.
553(d)). We have found good cause to
waive this 30-delay for each of the
regulation sections cited above.

Regarding § 405.429, section 1886{g)(2)
of the Act specifies the applicable date.
That statutory requirement is clear and
self-implementing. Our amendment to
§ 405.429 merely conforms our published
regulation to existing law and practice.
A 30-day delay in implementing this
amendment is unnecessary and would
violate the statute.

The amendments to section 1878(f){1)
of the Act, requiring conforming changes
to §§ 405.1837, 405.1841, and 405.1877,
sre also effective on the date of
enactment of Pub. L. 98-21, April 20,
1983. Further, these changes are
procedural, rather than substantive. and
the provisions of the law are clear and
self-implementing. Therefore a 30-day
delay in effective date is unnecessary
and impracticable. :

The amendment to § 405.453, adding
paragraph (3) regarding changes in cost
reporting periods, is necessary to
implement section 604{a)(1) of Pub. L.
98-21. It is primarily procedural, is
necessary tp ensure appropriate entry of
hospitals into the prospective payment
system, and is consistent with the intent
of the law. Therefore, a 30-day delay in
effective date is unnecessary and not in
the public interest.

We have also found a delay in the
effective date of'§ 405.455 to be
unnecessary and impracticable. In
implementing section 101 of TEFRA,
which established a new section 1886 of
the Act effective October 1, 1982, we
provided, in accordance with the law.
thit the rate of increase limit
implemented by § 405.463 would apply
to inpatient hospital services without
regard to the lesser of costs or charges
provisions of section 1814(b) of the Act.
as implemented in § 405.455
(§ 405.463(d){1)). However, we did not
make conforming changes to § 405.455 at
the time we impiemented § 405463, As 4
result, § 405455 has lacked substantial
effect on payments for inpatient hospital
services furnished in cost reporting

periods beginning on or after October 1
1982. The amendments made in these
interim rules are merely conforming
changes that reflect existing law and
practice.

C. Waiver of Proposed Rulemaking

The Administrative Procedure Act (5
U.S.C. 553) requires us to publish
general notice of proposed rulemaking in
the Federal Register, and afford prior
public comment on proposed rules: Such
notice includes a statement of the time.
place, and nature of rulemaking
proceedings, reference to the legal
authority under which the rule is
proposed. and the terms or substance of
the proposed rule or a description of the
subjects and issues involved. However,
this requirement does not apply when
an agency finds good cause that such a
notice-and-comment procedure is
impracticable, unnecessary, or contrary
to the public interest, and incorporates «
statement of the finding and its reasons
in the rules issued.

These interim final rules include many
amendments to our regulations.
Generally, these amendments are
necessary for the timely implementation
of the prospective payment system
established by section 1886{d) of the
Act. As such, affording a proposed
rulemaking process is impracticable, nol
in the public interest, and would violate
the provisions of Pub. L. 98-21. Section
604{c) of Pub. L. 98-21 requires us to
publish in the Federal Register, no later
than September 1, 1883, interim final
rules and an interim final notice of
prospective payment rates for purposes
of implementing section 1886(d) effective
October 1. 1983. [The statute also
requires us to afford 8 period of public
comment on the interim final rules and
rates, and to affirm or modify them, after
considerations of comments, by
December 31, 1983.) Therefore, we find
good cause 1o waive proposed
rulemaking for those regulatory
provisions that are necessary to
implement section 1886(d).

Section 1886(d} is primarily
implemented by the new regulation
provisions in §§ 405.414, 405.470 through
405477, the amendments to various
regulations such as those on utilizafion
review, provider appeals, and lifetime
reserve days necessary to avoid direct
conflict with the prospective payment
system. and the notice of prospective
payment rates for hospital cost reporting
periods beginning in Federal fiscal year
1684, which is published as an
addendum to these interim rules,
However, we believe that proper
implementation of Pub. L. 88-21 and the
prospective payvment system
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necessitates amendments to other
regulations, both to prevent perverse
interactions between existing rules and
rules implementing prospective
payment, and to ensure that the
objectives of the prospective payment
system are realized. As a result, we are
including in these interim final rules a
number of amendments to existing
regulations that do not directly
implement section 1886(d). In each case,
however, we believe there is adequate
justification for including these
amendments with the prospective
payment regulations, waiving proposed
rulemaking and issuing them in interim
final form.

The amendments to §§ 405.310(m),
489.21, and 489.23 implement provisions
of sections 602 (&), (f), and (k) of Pub. L.
98-21 that have a statutory effective
date of October 1, 1983 under section
604(a){2) of Pub. L. 98-21. These
provisions prohibit the “"unbundling” of
inpatient hospital services, as discussed
in section IV of this preamble, and
provide for waiver of that prohibition in
certain circumstances. In addition, as
also discussed in section IV, we have
determined that it is necessary to amend
§§ 405.550(e), 405.552, 405.553, 405.555,
and 405.556, relating to reasonable
charge payments for certain specialist
physicians’ services furnished in
providers, to ensure that these charges
appropriately exclude payment for
inpatient hospital services furnished by
nonphysicians. Implementation of these
amendments as of Oclober 1, 1983 is
necessary to ensure that payments for
inpatient hospital services under the
prospective payment system isy
consistent from hospital to hospital,
Because of the statutory effective date
and the effect of these provisions on the
implementation of section 1886(d) of the
Act, we find that affording prior public
comment before issuing these
regulations in interim form is
impracticable and not in the public’
interest,

Similarly, the amendments to
3 405.469, Ceiling on rate of hospital cost
increases, implement amendments to
sections 1886 (a) and (b) of the Act made
by sections 801 (a) and (b) of Pub. L. 98-
21, Under section 604{a)(1) of Pub. L. 88-
21, these amendments are effective for
llems and services furnished in cost
reporting periods beginning on or after
October 1, 1983, Further, since hospitals
and distinct part units excluded from the
prospective payment system will
senerally be subject to the rate of
increase limits implemented by
§ 405,463, we believe it is necessary to
implement these amendments
toncurrently with the implementation of

the prospective payment system.
Therefore, we have found that proposed
rulemaking procedures are
impracticable and not in the public
interest.

We are also amending § 405.421 to
clarify the definition of allowable costs
for medical education, because certain
medical education costs are excluded
from payment under the prospective
payment system. This was not
necessary before, since all the costs
were reimbursed on the same
reasonable cost basis. However, under
the prospective payment system, failure
to properly define those medical
education costs, for which payment in
addition to prospective payments is
permitted, could result in unnecessary
and inappropriate payments, We have
found that prevention of this adverse
effect requires rulemaking on an interim
basis concurrently with the prospective
payment rules. Therefore, we find
proposed rulemaking impracticable and
not in the public interest,

Several other amendments implement
recent statutory changes. These include
§ 405,429, Return on equity capitalk
§ 405.430, Inpatient routine nursing
silary cost differential; § 405.1837,
Group appeal; § 405.1841, Time, place,
form, and content of request for Board
hearing; and § 405.1877. Judicial review.
Since these statutory changes are clear
and self-implementing, the amendments
to these regulations are not necessary to
implement section 1886{d). However, in
view of the large number of changes we
are making in payment practices, and
the inevitable confusion that will occur
during the initial implementaton of the
prospective payment system, we do not
believe thal it is necessary or in the
public interest to delay amending
regulations to afford public comment
when we have already changed our
practices to implement the statute.
Therefore, we have found good cause to
include these technical and procedura)
(as opposed to substantive)
amendments in these interim rules,

For similar reasons, we have decided
to eliminate certain provisions of our
Subpart D regulations that are outdated
and no longer applied. These include
§ 405.404 Methods of apportionment
under Title IVIIL the provisions of
§ 405.426{d), Compensation of owners,
related to sole proprietorships; § 405.428,
Allowance in lieu of specific recognition
of other costs; most of the provisions of
§ 405.452, Costs of services to
beneficiaries; and the provisions of
paragraph (g) of § 405.453, Cost data and
cost finding, relating to outstanding
current financing payments. Since

formal elimination of these provisions
will have no adverse impact, and will
not in fact result in changes in our
payment practices, we find proposed
rulemaking unnecessary.

Finally, we are also amending certain
provisions of the Subpart D regulations
in order to eliminate certain specialized
limits on the costs of inpatient hospital
services. We believe that these limits
are contrary to the objectives of the
prospective payment system. The
sections affected by these amendments
include § 405.423, Grants, gifts, and
income from endowments; § 405.432,
Physical and other therapy services
furnished under arrangements; § 405.455,
Amount of payments where customary
churges for services furnished are less
than reasonable cos!; and the provisions
of § 405.452, Determination of cost of
services to beneficiaries, related to the
private room cost differential. For
reasons discussed above, we are
eliminating § 405,423 entirely. We are
amending the other sections in more
limited ways: Sections 405,432 and
405.452 are being amended to ensure
that they do not apply to hospitals paid
under the prospective payment system,
and § 405.455 is being amended to
provide that the lesser of cost or charges
provision does not apply to the costs of
inpatient hospital services. We believe
that the incentives established by the
prospective payment system and rate of
increase limits will appropriately
restrain the costs of such services
without the necessity for such intrusive
rules on specific costs. Further, these
amendments relieve existing restrictions
and will simplify and {mprove program

. administration, Therefore, we find that

delay of these amendments to afford
comment before they tuke effect is
unnecessary and contrary to the public
interest,

For the above reasons, we find good
cause to waive notice and public
procedure before implementation of
these interim final rules.

D. Paperwork Reduction Act

Certain sections of these regulations
contain information collection
requirements that are subject to the
provisions of the Paperwork Reduction
Act of 1980 (44 U.S.C. 3507). As required
by that act, HCFA requested Office of
Management and Budget (OBM)
approva! of these requirements. Under
44 U.S.C. 3507(g), OBM granted approval
for 90 days after the date of publication
of the regulations (September 1, 1983)
under the following control numbers:
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Control
Secton Numbee
§ 405 $78()(2) 05380308
§ 405 1042(c) 0938 0305
$5 4051627 and 4051620 0038-0306
§ 489 23(0)2) and (c) 0338-0304
§ 405-4754b) 0638-0309

We will submit a request for continued
approval of the information collection
requirements to OMB and will publish a
notice in the Federal Register before the
expiration of the interim OMB approval
date when the continued approval is
obtained.

The reporting requirements on base-
year adjustments described in
§ 405.474(b)(2)(ii) and in section V. A.1.
of the addendum are approved by
EOMB. The control number is 0938-0288.
The form that collects this data is the
HCFA-1008, “Transmittal of
Supplementary Information for
Determination of the Target Amount
Under the Medicare Prospective
Payment System".

E. Public Comments

We are providing an opportunity for
comment on these interim final rules in
accordance with requirements in section
604(c)(1) of Pub. L. 98-21. Although these
rules generally will be effective on
October 1, 1983, regardless of comments
received by that date, we will consider
all comments received by the date
specified in the "Dates" section of this
preamble in the development of the final
rules, which is to be published by
December 31, 1983. Because of the large
number of comments we receive, we
cannot acknowledge or respond to them
individually.

VIIL IMPACT ANALYSES

A. Executive Order 12291 and the
Regulatory Flexibility Act

Executive Order 12241 requires thal a
regulatory impact analysis be performed
on any major rule. A "major rule” is
defined as one which would:

¢ Result in annual effect on the
national economy of $100 million or
more;

s Result in a major increase in costs
or prices for consumers, any industries,
any government agencies, or any
geographic regions; or

* Have significant adverse effects on
competition, employment, investment,
productivity, innovation or on the ability
of U.S.-based enterprises to compete
with foreign-based enterprises in
domestic or import markets.

The Regulatory Flexibility Act
requires that a regulatory flexibility
analysis be prepared when a notice of
proposed rulemaking is utilized. For

purposes of the Regulatory Flexibility
Act, small entities include all nonprofit
and most for-profit hospitals.

Under both the Executive Order and
the Regulatory Flexibility Act, zuch
analyses must, when prepared, examine
regulatory alternatives which minimize
unnecessary burden or otherwise assure
that regulations are cost-effective.

We are treating these regulations as a
major rule under Executive Order 12291.
Although the statute requires that the
prospective payment system be budget
neutral in fiscal years 1984 and 1985, we
anticipate that the changed incentives of
the system will result in annual program
savings exceeding $100 million in
subsequent years. Accordingly. the
Executive Order definition of a “major
rule” is met. The major features of the
prospective payment system are
specified in the statute, and we do not
have administrative discretion to
develop alternatives to them. The
statute does allow the Secrétary some
administrative discretion in the
implementation of the prospective
payment system, and we will examine
these provisions in another part of this
analysis.

Because of the extensive changes in
our methods of paying for inpatient
hospital services under this rule, we are
providing the following discussion
which, combined with the rest of this
preamble, constitutes a preliminary
regulatory impact analysis and a
preliminary and voluntary regulatory
flexibility analysis. We solicit comments
and factual information that would
enable us to describe and quantify in
greater detail the effects of the rule in
the final analyses.

B. Nature of the Problem of Increased
Health Care and Hospital Costs

Numerous studies have highlighted
the dynamic growth in health care
spending in the United States,
particularly the rapid increase in
Medicare program hospital costs. These
cost issues have been, for many years, &
focal point of discussion and action on
the part of all levels of government and
various sections of the health care
industry. Of concern to us is that these
increasing Medicare expenditures
constrain the ability of the Federal
government to fund other needed
programs.

Hospital care represents a significant
portion of present and projected health
care expenditures, The cost increases
experienced by hospitals, and the
Medicare program, appear to be caused
by several factors. Primary among these
is general inflation in the economy.
Inflation contributes significantly to the
rapid rise in hospital costs particularly

with regards to employee salaries and
hospital supplies and equipment. A
second contributing factor is the
absence of traditional supply and
demand forces operating to curb
excessive expenditures. As third-party
payors of medical care, including
Medicare, cover an increasing portion of
consumer medical care costs, the normal
restraints on utilization and price that in
other sectors of the economy are
provided. in part, by consumers'
capacity to pay, have been weakened.
Decreasing consumer financial risk
when medical care decisions are made
tends to increase consumer demand for
medical care services; this further
exacerbates excessive health care
expenditures,

A third factor is Medicare’s current
cos! reimbursement system, which by its
very nature tends to aggravate this cos!
problem. The economic incentives of
this system contribute to cost Increases
by rewarding hospitals and physicians
who increase utilization and thus their
allowable reimbursable costs. There is
little incentive for hospitals and
physicians to operate more efficiently as
all allowable costs are fully reimbursed.

A fourth factor that contributes to cost
increases is the growth and increasing
age of the beneficiary population.

As the percentage of the aged rises in
contrast 1o the general population, the
intensity and the costs of services rise
because of the increased prevalence of
chronic conditions and the incidence of
serious illness common to the elderly.
This trend can be seen especially among
persons aged 75 years and over, an ever-
increasingsportion of the beneficiary
population.

The combined effect of these factors
is the explosion of overall health care
utilization and expenditures, and of
particular interest to the Medicare
program, its payments for hospital care
provided to beneficiaries.

C. Prospective Payment System as the
Best Response to Certain Problems
Related to Medicare Hospital Rate of
Increase

Prospective payment rates begin to
address increased hospital utilization by
providing hospitals with a fixed set of
payment rates for each type of
discharge. Prospective rates represent &
set of prices with characteristics similar
to the prices a hospital would face in a
more conventional market. The hospital
knows the amount it will be paid per
discharge and that the payment rate will
remain unchanged regardless of its own
cost experience. Of importance to the
Medicare program, is that a prospeclive
payment system will tend to restructure
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the current incentives that influence the
use of hospital resources and. therefore,
the amount of Medicare payments for
inpatient hospital services. As a means
of restraining hospital expenditure
growth, prospective payment places
hospitals at risk in terms of the
management of their operations and the
use of their resources. Thus, we believe
that this system will begin to address
some of the serious problems inherent in
the present cost reimbursement payment
methodology and, therefore, will allow
us to better manage the Medicare
program and preserve the integrity of
the trust funds.

Under this rule, hospital payment will
be related to the treatment provided to
each patient. However, since patients
have different diagnoses, require
different treatments, are of different
ages, and differ in other ways, it is
important that the payment system
explicitly adjust for these differences.
I'he failure of any system to account for
these differences would severely harm
certain types of hospitals,

[n recognition of these concerns.
Congress has determined that these
differences will be accommodated by
the use of diagnosis related groups
(DRG) as the basis of payment
determinations. This patient
classification system has been under
development at Yale University since
1969 and has been used in New Jersey's
hospital reimbursement system since
1979,

DRGs offer the following advantages
that will allow us to make prospective
payment in full to hospitals for services
provided to Medicare beneficiaries:

* The category definitions cover
virtually the entire patient population;

* The groupings have been y
extensively reviewed by physicians for
clinical coherence throughout their
development;

* The DRGs conform closely to the
organization (by clinical specialty) of
the delivery of inpatient care in the
hospital;

* The DRGs group those inpatient
cises together which are generally quite
similar in use of resources; and

* The DRGs allow inpatient records
lo be easily classified by an efficient
computer program using readily
available discharge abstract data.

Congress concluded that. based on
these considerations, the DRG
prospective payment system is the best
ivailable response to the problems of
increased hospital expenditures
currently experienced by the Medicare
program.

D. Economic Impacts

As noted above, this analysis
constitutes a voluntary regulatory
impact analysis and a voluntary
regulatory flexibility analysis. This
portion of the analysis will discuss our
estimates of the various impacts that are
likely to result from the prospective
payment system. We will discuss the
impact on hospitals and beneficiaries
and also examine the effect of this

system on Medicare program operations,

Finally, we will discuss the impacts
resulting from other provisions within
this final rule,

* Hospital Impact—Dyring its first
two years, aggregate payments under
the prospective payment system will be
adjusted, in accordance with Section
1886(e)(1) of the Act, to be “budget
neutral”; that is, so that aggregate
payments under the prospective
payment system, including outlier
payments, exceptions, and adjustments,
will be neither more nor less than the
estimated payment amounts to affected
hospitals that would have resulted
under the Social Security Act as in
effect before April 20, 1983. During the
three years of the transition period,
payment rates to about 5500 hospitals
will be a blend of hospital-specific
amounts based on each hospital's cost
experience, and Federal amounts based
on the averaged experience of hospitals.
(See section IIL C. of the preamble.) The
initial impact of the prospective
payment system will be like the impact
that would have occurred to affected
hospitals under the TEFRA provisions,
because the hospital-specific portion of
the first year's rate will be set at 75
percent of the TEFRA target amount.
However, this impact will gradually
change during the transition period, as
the hospital-specific portion of the
payment rate will be set at an
increasingly lower percentage of each
fiscal year's TEFRA target amounts. To
correspond to the budget neutrality
provision of the law, this estimated
impact assumes no change in hospitals’
economic behavior in response to this
system.

However, prospective payment
systems will change the economic
incentives that influence a hospital's
decisions in the use of resource inputs
for each case. The profit potential
inherent in this system alone should
encourage hospitals to begin changing
their behavior to decrease their
operating costs. We believe that
individual hospitals with lower current
year operating costs per case will
probably do better under this system
than hospitals that cannot reduce or
control these costs.

We also anticipate minimal
differential impacts between hospitals
in the first year, compared to the impact
under the TEFRA provisions. Since we
are required to use a transition period
payment formula that blends both
hospital-specific cost experience and
Federal rates, the differential impact
resulting from bed size or other
economic factors, should not be
significant between hospitals. This
difference in impacts could be more
pronounced in the long-run relative to
each hospital's ability to respond to the
incentives of this payment system.

The following provisions in the
legislation seek to further moderate the
impact of the prospective payment
system.

* Three-year Transition Pericd—The
phase-in process will not only reduce
the possibility of a hospital experiencing
extreme losses or profits during the
initial years of this payment system, but
it will also offer a financial incentive for
improved hospital productivity
throughout this period.

* Blending of National and Regional
Prospective Payment Rates—During the
second and third years of the transition
period, the Federal portion of the
prospective payment rates will be
determined by using a blend of regional
standardized amounts for urban and
rural areas in addition to the national
standardized amounts. This blending
recognizes that there are some regional
variations that exist in the cost of
providing hospital care.

* Other Provisions—Other
considerations aimed at moderating any
impact include the exclusionof certain
costs, wage adjustments, additional
payments for the indirect costs of
approved graduate medical education
programs and additional payments for
unusually long stay or costly cases.

We helieve that hospitals can also
temper any impoct they experience
resulting from this payment system.
Several examples of management
strategies that could be used by a
hospital include:

* Management control systems that
allow managers to formulate and
monitor various efforts at improving the
performance of individual cost centers.
These control systems would provide
information about the cost influencing
variables that impact on a hospital's”
performance;

* Improving medical data processing
and billing routines. The task of
accurately coding and processing
medical records is important in any
hospital setting. Under prospective
payment, medical records will become
crucial because they indicate the
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diagnoses, procedures, and factors used
in determining which DRGs should be
assigned and, therefore, how much a
hospital is paid; and

* Examining the present relation of
hospital management and attending
physicians to detéermine the appropriate
extent of physician involvement in the
management control process. This is
necessary because of the direct
authority attending physicians have
over inpuls per case, which are key
components of any hospital's costs,
Also, there is demonstrable variation in
treatment patterns among physicians
according to various physician
characteristics, such as specialty, Board
certification, and age, which must be
considered in selecting management
strategies.

In the implementation of this system,
we exercised some discretion in
designing the following provisions with
potential impact on hospitals.
Alternative, non-selected criteria are
discussed elsewhere in this preamble.
Our rationale for these decisions is
discussed below:

» Criteria for Excluded Hospitals—In
establishing these criteria, we
determined that a restrictive definition
for excluded hospitals was preferred. A
precise definition reduces potential
administrative problems with
intermediary billing determinations and
ensures that appropriate payment is
made to each hospital.

» Exceptions and Adjustments
Criteria—We have adhered to the
statute concerning exceptions and
adjustments in developing these criteria.
We believe that this decision preserves
the integrity of the prospective payment
system by limiting the number of
hospitals that might receive an
exception or an adjustment. To allow for
numerous exceptions and adjustments
could alter the payment amounts to
other prospective payment hospitals in a
manner no! intended by Congress in
requiring a budget neutral position. This
definition will also cause hospitals to
focus on ways to reduce operating costs
instead of seeking ways to gain
exceptions or adjustments,

* Criteria for Waiver of
Nonphysician Services Requirement—
Effective October 1, 1983, all non-
physician inpatient services must be
furnished under Part A directly by the
hospital or billed to the hospital by the
outside supplier. The statute gives the
Secretary authority to waive this
requirement and permit continued Part B
billing during the transition period
where the services have been so
extensively billed under Part B that
immediate compliance would threaten
the stability of patient care. We selected

a stringent approach in implementing
this provision to ensure that & limited
number of hospitals will operate under
this waiver prior to October 1, 1986. To
grant waiver status to others would
result in administrative difficulties and
increased costs in facilitating the billing
requirements of such an arrangement.

» Establishing Prospective Payment
Prices—The law is very specific
regarding how prices shall be
determined for operating costs of
inpatient hospital services. However,
some technical discretion is required to
develop many of the technical features
of the payment system. In developing
this system we believe that we are using
the best methodology available.

* “Incident To" Provision—Section
602(e)(3) of Pub. L. 98-21 establishes a
new section 1862(a)(14) of the Act and
provides the statutory authority, we
believe, to include services “incident to"
physicians' services furnished to
hospital patients as hospital services
paid for from the Part A trust fund
instead of as Part 8 physicians’ services.
We are exercising our discretion in this
manner to ensure consistency in
determining which services are to be
paid as hospital services and which
services can be billed separately under
Part B.

We believe that our discretion in all of
these cases will result in cost-effective
outcomes and will preserve the integrity
of the prospective payment system.

s Operational Impact—To implement
the prospective payment system,
intermediaries will be required to make
some changes in their claims processing
system, increase auditing activities, and
train providers to submit appropriate
forms. The intermediaries will be
reimbursed in full for their costs. The
estimated incremental administrative
costs for implementing and operating the
prospective payment plan are: $27.5
million in FY 1883, $17 million in FY
1984, and $3.8 million in FY 1985,

* Beneficiary Impact—We believe
that Medicare beneficiaries will be
affected by the prospective payment
system in several ways. First, their
financial liability will remain limited to
the coinsurance and deductible
payments mandated by Congress.
However; some beneficiaries will be
advantaged by our prohibiting the
"unbundling” of Part A services {as
discussed in section IV of the preamble).
Their previous Part B coinsurance
payments for these services would now
be eliminated as these services are now
considered inpatient hospital services
subject to the prospective payment
methodology.

Second. we anticipate that quality of
care for beneficiaries will be maintained

or improved. Quality of care is protected

in a number of ways separate from this

regulation, and results of several recent
studies indicate that prospective
payment programs operating to date
have not compromised the quality of
care provided in hospitals, even while
such programs generally reduce the
intensity of care provided to patients. In
addition, insofar as prospective paymen!
encourages specialization in certain
services, we believe treatment may be
improved for beneficiaries and other
patients. And insofar as prospective
payment acts to constrain cost
increases, it will contribute to
maintaining the affordability and
accessibility of quality care.

We intend to monitor admission and
physician practice patterns to ensure
that beneficiaries continue to receive
care that is reasonable and necessary
and of good quality.

» Impact of Other Provisions
—Section 1886(c) of the Social Security

Act sets forth the conditions and

procedures under which Medicare

payment will be made for hospital
services under State reimbursement
control systems. This provision
immediately impacts hospitals in four

States (New York, Massachusetls,

Maryland and New Jersey). The

impact of this provision is examined

in the Impact Analysis section of the

“Recognition of State Reimbursement

Control Systems” final rule published

separately in another Federal Register

issue.

—Section 801(b) of Pub. L, 98-21 amends
section 1886(b) of the Act. This
amendment sets forth target rate
percentages needed to limit the rate of
increase on hospital inpatient
operating costs and related updating
factors for use in computing the
hospital-specific portions of transition
payment rates under the prospective
payment system. The impact resulting
from this provision is examined in the
final notice for “Schedule of Target
Rate Percentages” published
elsewhere in this Federal Register
issue.

—We have noted several conforming
changes in section VL of the
preamble. These changes must be
made to make our existing regulations
consistent with the objectives of the
prospective payment system and the
statutory changes made by Pub. L. 98-
21. We are also including some
technical corrections that have no
economic impact.

We believe that apart from the return
on equity capital provision (§ 405.429),
these changes do not result in significant
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economic impacts. We estimate that the
amendment to the return on equity
capital provision will generate $100
million in savings in FY 1984 and $115
million in FY 1985. However. this impact
results from the statute (section
1666(g}(2) of the Act) and not this
regulation, which merely implements the
statale.

E. Benefits

This change in our payment methods
will result in numerous net benefits to
suciety and to the Medicare program. In
the near term, these benefits will
probably not result in a significant
impact on the economy. Due o our
phasing-in of the payment system, the
full extent of the anticipated benefits
will be realized when the system is fully
operational and hospitals have
implemented cost-effective management
strategies in response to the system.

Included among these benefits ure:

* Restructuring the economic
ncentives facing the health care system
t0 establish market like forces;

* Restraining hospital cost increases
which will preserve the integrity of the
Medicare trust funds and the finuncial
status of other payors;

* Adopting an active role on behalf of
Medicare beneficiaries, in determining
payment made for inpatient services.
Ihis will establish the Federal
government as a prudent buyer of
services;

* Payment being based upon the type
of discharge will identify, more
accurately than the present system, the
product being purchased on behalf of
Medicare beneficiaries, This approach
over time will have desirable effects
regarding hospitals® decisions on which
services to provide.

* A strong link between payment and
diagnosis, along with the ability for
huspitals to retain any amounts by
which their prospective payment rates
exceed their costs. This will invite more
active medical participation in the
financial and operating routines of
hospitals: and,

* Providers being able to identify, in
terms of revenue to the institution. what
services they deliver well and what
services they do not provide efficiently

F. Conclusion

l'aken together, these statutory and
regulatory provisions and the flexibility
these rules provide hospitals mean that
'hese rules meet the objectives of E. O.
12291 and the Regulatory Flexibility Act,
including:

* Minimization of significant
economic impact on small entities.
including use of timetables, sdjustments
for geographic and other differences,

and use of performance rather than
design standards; and

* Choosing alternatives involving the
least net cost ta society, taking into
account the conditions of the hospital
industry.

List of Subjects
42 CFR Part 405

Administrative practice and
procedure, Certification of compliance.
Clinics, Contracts (Agreements), End-
Stage Renal Disease (ESRD). Health
care, Health facilities, Health
maintenance organizations (HMQ),
Health professions, Health suppliers,
Home health agencies, Hospitals,
Inpatients, Kidney diseases,
Laboratories, Medicare, Nursing homes,
Onsite surveys, Outpatient providers,
Reporting requirements, Rural areas, X-
rays.

42 CFR Part 409

Blood, Health insurance, Home health,

Hospitals, Inpatients, Medicare, Nursing
homes.

42 CFR Part 489

Clinics, Health care, Health facilities,
Medicare, Provider Agreements, Rural
health clinics, Termination procedures.

42 CFR Chapter IV is amended as sel
forth below:

A. Part 405 is amended as follows:

PART 405—FEDERAL HEALTH
INSURANCE FOR THE AGED AND
DISABLED

1. Subpart A is amended as set forth
below:

Subpart A—Hospital Insurance
Benefits

&. The authority citation for Subpart A
is revised to read as follows:

Authority: Secs. 1102, 1814, 1815, 1881,
1866(d), and 1871 of the Social Security Act
(42 U.S.C. 1302, 1395f, 1385g, 1395x, 1395¢¢(d),
and 1395hh).

b. Section 405.162 is revised to read as
follows;

§ 405.162  Prohibition against payment for

(a) Hospital system of utilization
review. If a finding has been made
under a hospital system of utilization
review (see §§ 4051035 and 405.1042)
that further inpatient hospital services
are not medically necessary, payment
may be made only for those inpatient
hospital services furnished before the
fourth day following the day on which
the hospital received notice of the
finding.

(b) PSRO and PRO system of review.
If a Professional Standards Review
Organization (PSRO) or a Utilization
and Quality Control Peer Review
Organization [PRO) has assumed review
responsibility in accordance with the
applicable provisions of § 405.472 and of
Part 463 of this chapter for the inpatient
hospital services furnished by or in the
hospital, the payment limitation
described in § 463.17(a) applies to the
inpatient hospital services furnished to a
beneficiary and shall be in lieu of the
payment limitation in paragraph (a) of
this section.

(c) If & hospital is paid for inpatient
hospital services under the prospective
payment system established by
§§ 405.470 through 405.477, the payment
limitation in paragraph (a) of this
section applies only in cases otherwise
eligible for outlier payment under
§ 405.475 if the utilization review
committee,determines that—

(i) Excess days of care furnished in
the case of a length of stay outlier are
not necessary to furnish services
covered under Medicare Part A: or

(i) Additional items and services
fummished in the case of a high cost
outlier are either not covered or not
necessary to furnish services covered
under Medicare Part A,

c. Section 405.163 is amended by
redesignating the previously uncoded
paragraph as paragraph (a), revising it,
and adding a new paragraph (b). As
revised the section reads as follows:

§405.163 Prohibition against payment for
inpatient hospital services furnished after
20th consecutive day by a hospital which
has failed to make timely utilization review.

(a) When HCFA has determined that
@ hospital has substantially failed to -
make timely utilization review in long
stay cases and has imposed the
limitation on days of services provided
in section 1866(d). no payment may be
made under this Subpart A for inpatient
hospital insurance services furnished by
such hospital to any individual after the
20th consecutive day on which such
services have been furnished to him if
the individual is admitted after the
effective date of such determination,

(b) HCFA will not make a finding of
failure to make timely utilization review,
as described in paragraph (a) of this
section, that would have the effect of
altering prospective payment amounts
determined under §§ 405.473, 405.474.
and 405.476.

2. Subpart C is amended as set forth
below:
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Subpart C—Exclusions, Recovery of
Ovorpaymem. Liablility of a Certifying
and Suspension of Payment

a. The authority citation for Subpart C
is revised to read as follows:

Authority: Secs. 1102, 1815, 1833, 1842, 1662,
1866, 1870, 10871, and 1879 of the Social
Security Act (42 U .S.C. 1302, 1395g, 1395,
1395u, 1395y, 13850c. 139329, 1395hh, 1395pp).
and 31 US.C. 3711,

b. Section 405.301 is revised 1o read as
follows:

§ 405.301 Scope of subpart.

Sections 405.310 to 405.320 describe
certain exclusions from coverage
applicable to hospital insurance benefits
(Part A of Title XVIII) and
supplementary medical insurance
benefits {Part B of Title XVIII). The
exclusions in this subpart are applicable
in addition to any other conditions and
limitations in this Part 405 and in Title
XVII of the Act. Sections 405.322 to
405.325 relate to exclusion of services
covered under automobile medical, no-
fault, or hability insurance. Sections
405.326 {0 405.329 relate to limitations on
payment for services to ESRD
beneficiaries who are covered under
employer group health plans. Sections
405.330 10 405.332 relale to payments for
expenses for certain items or services
otherwise excluded from coverage.
Sections 405.340 to 405,344 relate to
limitation on payment for services
furnished to employed aged and their
spouses, Sections 405.350 1o 405.359
relate to the adjustment or recovery of
an incorrect payment, or a payment
made under section 1814(e) of Part A of
Title XVIII of the Act. Sections 405.370
to 405.373 relate lo the suspension of
payment to a provider of services or
other supplier of services where there is
evidence that such provider or supplier
had been or may have been overpaid,

c. Section 405.310 is amended by
reprinting the undesignated introductory
material unchanged and adding a new
paragraph (m) to read as follows:

§405.310 Types of expenses not covered.

Notwithstanding any other provisions
of this Part 405, no payment may be

made for any expenses incurred for the
fo lownng nems or services.

(m]{1) Excepl as provided under
paragraph [m){3) of this section, items,
supplies and services furnished to
hospital inpatients on or after October 1,
1983, that—

(i} Do not meet the criteria set forth in
§ 405.550{b) that describe services of
physicians to provider patients that are
reimbursable on a reasonable charge
basis; and

(ii) Are not furnished by the hospital
either directly or under arrangements as
defined in § 409.3 of this chapter.

(2) Items, supplies, and services {other
than physicians’ services to individual
patients) that are excluded if they dare
not furnished directly or under
arrangements include, but are not
limited to—

(i) Clinical laboratory services;

(ii) Pacemakers;

(iii) Artificial limbs, knees, and hips:

(iv) Intra-ocular lenses;

(v) Total parenteral nutrition; and

{vi) Services and supplies furnished
incident to physicians' services {excep!t
for anesthetist services that continue 1o
be billed for by a physician employer
under § 405.553(b)(4)). as described in
§405.231(b).

(3)(i} Except as provided in paragraph
{m)(3)(ii) of this section, the items,
supplies, and services described in
paragraphs (m) (1) and (2) of this
section—

(A) Are inpatient hospital services;

(B) May not be paid for under
Medicare Part (B); and

(C) Must be billed by the hospital to
its intermediary under Medicare Part A
for the hospital to be paid for such
services.

(ii) A hospital may seek payment
under Medicare Part B for the items and
services described in paragraphs {m) (1)
and (2) of this section only if—

{A) No payment will be made for such
items or services under Medicare Part A:
and

(B) The beneficiary is entitled to have
payment made for such services under
Medicare Part B.

(4) HCFA may waive the requirements
of paragraphs (m) (1), (2), and (3) of this
section for any cos! reporting period
beginning before October 1, 19886, in
accordance with § 489.23 of this chapter.

3. Subpart D is amended as set forth
below:

a. The authority citation for Subpart D
reads us follows:

Authority: Secs. 1102, 1814(b), 1815, 1833(4).
1861(v), 1871, 1881, 1886, and 18487 of the
Social Security Actas amended (42 U.S.C.
1302. 13951(b), 1395g. 1365l{a), 1395x(v),
1395hh, 1395rr, 1395ww, and 1395xx).

b. The table of contents of Subpart D
is revised by adding undesignated
center headings, removing §§ 405.404,
405.423, 405.428, and 405.430, adding a
new § 405.414, and adding new § 405470
through 405.477 to read as follows:

Subpart D—Principles of Reimbursement
for Providers, Qutpatient Maintenance
Dialysis, and Services by Hospital-Based
Physicians

Sec.
405401 Introduction.

Reasonable Cast Reimbursement: General
Rules

405,402
405,403

Cost reimbursement; general.
Apportionment of allowable costs
405.405 Payments to providers; general.
405406 Financial data and reports.

Specific Categories of Costs

405414 Hospital capital-related costs,

405415 Depreciation: Allowance for
depreciation based on asset costs.

405416 Depreciation: Optional ellowance
for depreciation based on a percentage of
operating costs.

405417 Depreciation: Allowance for
depreciation on fully depreciated or
partially depreciated assets,

405418 Depreciation: Allowance for
depreciation on assets financed with
Federal or public funds.

405419 Interest expense.

405420 Bad debts. charity, and courtesy
ullowances.

405421 Cost of educational activities,

405422 Research costs.

405424 Value of services of nonpaid
workers.

405425 Purchase discounts and allowances
and refunds of expenses.

405426 Compensation of owners.

405427 Cos! to related organizations.

405429 Retumn on equity capital of
proprietary providers.

405432 Reasonable cost of physical and
other therapy services furnished under
urrangements.

405433 Determining allowable cost for
drugs.

405434 Reasonable cost of extended core
services furnished by a swing-bed
hospital.

405.435 Nonallowable costs related to
certuin capital expenditures.

405436 Reimbursement of independent
organ procurement agencies and histo
computibility labordtories.

Payment for Outpatient Maintenance Dialysis
and Related Services

405.438 Reasonable costs of home dialysis
equipment furnished between Oclober 1
1978, and July 31, 1983,

405439 Psyments for covered outpatient
maintenance dialysis treatments.

405.440 Targe! rate reimbursement for home
dialysis services furnished between April
1, 1979 and July 31. 1883,

405441 Recordkeeping and cost reporting
requirements for outpatient maintenance
dialysis.

Additional General Rules on Reasonable Cost
Reimbursement

405451 Cost related to patient care,

405452 Determination of cost of services U«
beneficiaries.

405453 Adequate cost data and cost
finding.
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Set.

405454 Payments to providers.

405455  Amount of payments where
customary charges [or services furnished
are less thun reasonable cost.

305456 Payment to a foreign hospital.

Limits on Cost Reimbursement

405460 Limitations on reimbursable costs.

405461 Limitations on coverage of costs;
charges to beneficiaries where cost limits
are applied to services.

405,463 Ceiling on rate of hospital cost
increases,

Payments to Teaching Hospitals

405.465 Determining reimbursement for
certain physician and medical school
faculty services rendered in teaching
hospitals,

305466 Payment to a fund.

Prospective Payment for Inpatient Hospital

Services

105470 Prospective payment: general
provisions

105471 Hospitals and hospital services
subject to and excluded from the
prospeclive payment system.

105472 Conditions for payment under the
prospective payment system.

105473 Basic methodology for determining
Federal prospective payment rates.

05474 Determining transition period
payment rales.

05475 Payment for outlier cases,

405476 Special treatment of sole community
hospitals, Christian Scienca sanitoria,
cancer hospitals, referral centers, and
renal transplantation centers.

#5477 Payments to hospitals under the
prospective payment system.

Payment for Services of Physicians to

Providers

405480 Payment for services of physicians
to providers: General rules,

305481 Allocation of physician
compensation costs,

405.482  Limits on compensation for services
of physicians in providers.

c. Section 405.401 is revised to read as
follows:

§405.401 Introduction.

(a) Scope.

(1) General summary. This subpart
sets forth regulations governing
Medicare payment for services
furnished to beneficiaries by—

(i) Hospitals;

(if) Skilled nursing facilities (SNFs):

(iii) Home health agencies (HHAS);

(iv) Comprehensive outpatient
rehabilitation facilities [CORFs);

(v) End-stage renal disease [ESRD)
facilities; and

(vi) Providers of outpatient physical
therapy d@nd speech pathology services
(OPTs).

(2) Applicability, The principles of
payment and the related policies
described in this subpart apply to
HCFA, 1o the fiscal intermediaries
acting as payors of claims on HCFA's

behalf. to the Provider Reimbursement
Review Board, and to the hospitals,
SNFs, HHAs, CORFs, ESRD facilities,
and OPTs receiving payment under this
subpart.

(b) Reasonable cost reimbursement.
Except as provided under paragraphs [c)
through (e) of this section, Medicare is
generally required, under section 1814(b)
of the Act (for services covered under
Part A) and under section 1833(a)(2) of
the Act {for services covered under Part
B) to pay for services furnished by
providers on the basis of reasonable
costs as defined in section 1881(v) of the
Act. or the provider's customary charges
for those services, if lower. Regulations
implementing section 1861(v) are found
generally in this subpart beginning at
§ 405.402.

{c) Oupatient maintenance dialysis
and related services. Section 1881 of the
Act authorizes special rules for the
coverage of and puyment for services
farnished to ESRD patients. Sections
405.438 through 405.441 implement
various provisions of section 1881, In
particular, § 405.439 establishes a
prospective-payment method for
outpatient maintenance dialysis services
that applies both to hospital-based and
independent ESRD facilities, and under
which Medicare pays for both home and
infacility dialysis services furnished on
or after August 1, 1983,

(d) Payment for inpatient hospital
services.

(1) For cost reporting periods
beginning before October 1, 1983, the
amount paid for inpatient hospital
services is determined on a reasonable
cost basis.

(2) Except as provided in paragraph
(€] of this section, for cost reporting
periods beginning on or after October 1,
1983 the following applies:

(i) Payment to short-term general
hospitals [other than children's,
psychiatric, and rehabilitation hospitals,
and psychiatric and rehabilitation units,
us described in § 405.471(c)) located in
the 50 States and the District of
Columbia for the operating costs of
inpatient hospital services is determined
prospectively on a per discharge basis
under §§ 405.470 through 405.477.
Payment to these hospitals for capital-
related costs (as described in § 405.414)
and direct medical education costs (as
described in § 405.421, with the
exception of those costs described in
§ 405.421(d)) is made on a reasonable
cos! basis.

(if) Payment to children's, psychiatric,
rehabilitation and long-term hospitals
{as well as separate psychiatric and
rehabilitation units (distinct parts) of
short-term hospitals), which are
excluded from the prospective payment

system under § 405.471(e), and to
hospitals outside the 50 States and the
District of Columbia is on & reasanable
cost basis, subject to the provisions of
§405.463.

{e) State reimbursement control
systems. Beginning October 1, 1983,
Medicare reimbursement for inpatient
hospital services may be made in
accordance with a State reimbursement
control system rather than under the
Medicare reimbursement principles set
forth in this subpart, if the State system
is approved by HCFA. Regulations
implementing this alternative
reimbursement authority are set forth at
42 CFR Part 403, Subpart C.

§ 405.404 |Removed)
d. Section 405.404 is removed.

e. A new §405.414 is added to read as
follows:

-§405.414 Capital-related costs.

(a) General rule. Capital-related costs
and allowance for return on equity are
limited to the following:

(1) Net depreciation expense as
determined under §§ 405.415, 405.417,
and 405.418, adjusted by gains and
losses realized from the disposal of
depreciable assets under § 405.415{)(2).

(2) Texes on land or depreciable
assets used for patient care.

(3) Leases and rentals, including
license and royalty fees, for the use of
depreciable assets, as described in
paragraph (b) of this section.

(4) The costs of betterments and
improvements as described in paragraph
(c) of this section.

(5) The costs of minor equipment that
are capitalized, rather than expensed, as
described in paragraph (d) of this
section.

(6) Insurance expense on depreciable
assets, as described in paragraph (e) of
this section.

(7) Interest expense as determined
under §405.419, subject to the
qualifications of paragraph (f) of this
section.

(8) For proprietary providers, return
on equity capital, as determined under
§ 405.429.

(9) The capital-related costs of related
organizations (as described in § 405.427).
as determined in accordance with
paragraph (g) of this section.

(b) Leases and rentals. (1) Subject to
the qualifications of paragraphs (b)(2)
and [4) of this section, leases and
rentals, including licenses and royalty
fees, are includable in capital-related
costs if they relate to the use of assets
that would be depreciable if the
provider owned them outright. The
terms “leases” and “rentals of assets"
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signify that a provider has possession,
use, and enjoyment of the assets,

(2) A provider mus! include incurred
rental charges in its capital-related
costs, as specified in a sale and
leaseback agreement with a nonrelated
purchaser involving plant facilities or
equipment, only if—

(i) The rental charges are reasonable
based on consideration of rental charges
of comparable facilities and market
conditions in the area; the lype,
expected life, condition and value of the
facilities or equipment rented; and other
provigions of the rental agreements;

(ii) Adequate alternate facilities or
equipment which woud serve the
purpose are not or were no! available at
lower cost; and

(iii) The leasing was based on
economic and technical considerations.

(3) If the conditions of paragraph
(b)(2) of this section are not met, the
amount a provider may include in its
capital-related costs as rental or lease
expense under a sale and leaseback
agreement may not exceed the amount
which the provider would have included
in capital-related costs had the provider
retained legal title to the facilities or
equipment, such as interest on mortgage,
taxes, depreciation, and insurance costs.

(4) A lease that meets the following
conditions is a virtual purchase:

(i) The rental charge exceeds rental
charges of comparable facilities or
equipmentin the area.

(ii) The term of the lease is less than
the useful life of the facilities or
equipment.

(iit) The provider has the option to
renew the lease at a significantly
reduced rental, or the provider has the
right to purchase the facilities or
equipment at a price which appears to
be significantly less than what the fair
market value of the facilities or
equipment would be at the time
acquisition by the provider is permitted.

(5){i) If a lease is a virtual purchase
under paragraph (b)(4) of this section,
the rental charge is includable in
capital-related costs only to the extent
that it does not exceed the amount
which the provider would have included
in capital-related costs if it had legal
title to the asset (the cost of ownership),
such as straight-line depreciation,
insurance, and interest. A provider may
not include in its capital-related costs
accelerated depreciation in this
situation.

(it) The difference between the
amountof rent paid and the amount of
rent allowed as capital-related cost is
considered a deferred charge and is
capitalized as part of the historical cost

of the asset when the asset is purchased.

(iii) If an asset is returned to the
owner, instead of being purchased, the
deferred charge may be included in
capital-related costs in the year the
assel is returned.

(iv) If the term of the lease is extended
for an additional period of time at a
reduced lease cost and the option to
purchase still exists, the deferred charge
may be included in capital-related costs
to the extent of increasing the reduced
rental to an amount not in excess of the
cost of ownership.

(v) If the term of the lease is extended
for an additional period of time at a
reduced lease cost and the option to
purchase no longer exists, the deferred
charge may be included in capital-
related costs to the extent of increasing
the reduced rental to a fair rental value.

(c) Betterments and improvements. (1)
Betterments and improvement are
changes which extend the estimated
useful life of an asset at least two years
beyond its original estimated useful life,
or increase the productivity of an asset
significantly over its original
productivity.

(2) A provider must capitalize and
pro-rate the costs of betterments and
improvements over the remaining
estimated useful life of the assel, as
modified by the betterment or
improvement.

(d) Minor equipment. A provider must
include in its capital-related costs the
costs of minor equipment that are
capitalized rather than charged off to
expense if—

(1) The net book value of minor
equipment at the time the provider
enters the program is pro-rated over
three years (that is, one-third of the net
book value is written off each year), and
new purchases are also pro-rated over a
3-year period; or

(2) The cos! of minor equipment is
prorated over their actual useful lives.

(e) Insurance. (1) A provider must
include in its capital-related costs the
costs of insurance on depreciable assels
used for patient care or insurance that
provides for the payment of capital-
related costs during business
interruption,

(2) If an insurance policy also
provides protection for other than the
replacement of depreciable assets or to
pay capital-related costs in the case of
business interruption insurance, only
that portion of the premium related to
the replacement of depreciable assets or
1o pay capital-related costs in the case
of business interruption insurance is
includable in capital-related costs.

(f) Interest expense. (1) A provider
must include in its capital-related cosls
interest expense, as described in

§ 405.419, if such expense is incurred
in—

(i) Acquiring land and/or depreciable
assets (either through purchase or lease)
used for patient care: or

(ii) Refinancing existing deb, if the
original purpose of the refinanced debt
was to acquire land an/or depreciable
assets used for patient care.

(2) If investment income offset is
required under § 405.419{b)(2])(ii{). only
that portion of investment income that
bears the same relationship to total
investment income as the portion of
capital-related interest expense bears to
total interest expense is offset against
capital-related costs.

(8) Costs of supplying organizations.
(1) Supplying orgenization related to the
provider.

(i) If the supplying organization is
related to the provider within the
meaning of § 405.427, except as provided
in paragraph (g)(1)(ii) of this section, a
provider's capital-related costs include
the capital-related costs of the supplying
organization,

(ii) If the costs of the services.
facilities or supplies being furnished
exceed the open market price, or if the
provisions of § 405.427(d) apply, no part
of the cost to the provider of the
services, facilities, or supplies are
considered capital-related costs, unless
the services, facilities or supplies would
otherwise be considered capital-related

(2) Supplying organizations not
related to the provider, If the supplying
organization is not related to the
provider within the meaning of
§ 405.427, no part of the charge to the
provider may be considered a capital-
related cost (unless the services,
facilities or supplies are capital-related
in nature) unless—

(i) The capital-related equipment is
leased or rented by the provider;

(ii) The capital-related equipment is
located on the provider's premises: and

(iii) The capital-related portion of the
charge is separately specified in the
charge to the provider.

{h) Cost excluded from capitol-related
costs. The following costs are not
capital-related costs. To the extent that
they are allowable, they must be
included in determining each provider's
operating costs:

(1) Costs incurred for the repair or
maintenance of equipment or facilities.
{2) Amounts included in rentals or
lease payments for repair or

maintenance agreements,

(3) Interest expense incurred to
borrow working capital [for operating
expenses).

(4) General liability insurance or any
other form of insurance to provide
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protection other than for the
replacement of depreciable assets or to
pay capital-related costs in the case of
business interruption.

(5) Taxes other than those assessed
on the basis of some valuation of land or
depreciable assets used for patient care.
(Texes not related to patient care, such
as income taxes, are not allowable, and
ure therefore not included among either
cupital-related or operating costs.)

(6) The costs of minor equipment thst
aree charged off to expense rather than
cupitalized as described in paragraph

d) of this section,

f. Section 405.421 is amended by

revising paragraph (d) to read as

v follows:

Cost of educational activities.

§ 405.421

(d) Activities not within the scope of

* this principle. The costs of the following
sctivities are not within the scope of this
principle but are recognized as normal
operating costs and are reimbursed in
iccordance with applicable principles—

(1) Orientation and on-the-joh
raining:

(2) Part-time education for bona fide
rmployees at properly accredited
icademic or technical institutions
(including other providers) devoted to
undergraduate or graduate work:

(3) Costs, including associnted trave!
expense, of sending emplovees to
vducational seminars and workshops
which increase the quality of medical
care or operating efficiency of the
provider:

(4) Maintenance of # medical library:
(5) Training of a patient or patient’s
limily in the use of medical appliances:

ind

(6] Other activities which do not
mvolve the actual operation or support
{excepl through tuition or similar
payments) of an approved education
program including the costs of interns
and residents in anesthesiology who are
employed to replace anesthetists,

£405.423 |Removed)
& Section 405.423 is removed

1405426 [Amended)

h. Section 405.426 is amended by
removing paragraph [d).
1405428 [Removed)

I Section 405.428 is removed.

I Section 405.429 is amended by
revising paragraph (4) to read as
lollows:

$405.429 Return on equity capital of
Proprietary providers.
lu) Principle (1) Rate of return

(i) A reasonable return on equity
capital invested and used in the
provision of patient care is paid as an
allowance in addition to the reasonable
cost of covered services furnished to
beneficiaries by proprietary providers.

(ii) Except as provided in paragraph
(a)(1){iii) of this section, the amount
allowable on an annual basis is
determined by applying to the provider's
equity capital a percentage equal to one
and one-half times the average of the
rates of interest on special issues of
public debt abligations issued to the
Federal Hospital Insurance Trust Fund
for each of the months during the
provider’s reporting period or portion
thereof covered under the program.

(iii} For cost reporting periods
beginning on or after April 20, 1983, the
amount allowable in determining the
return related to inpatient hospital
services is determined using a
percentage equal to the average of the
rates of interest as described in
paragraph (a)(1)(ii) of this section.

(2) Proprietary providers, For the
purposes of this subpart the term
“proprietary providers" is intended to
distinguish providers, whethersole
proprietorships, partoerships, or
corporations, that are organized and
operated with the expectation of earning
profit for the owners, from other
providers that are organized and
operated on a nonprofit basis.

§ 405,430 [Removed)

K. Section 405.430 is removed.

L. Section 405.432 is amended by
reprinling the introductory material of
paragraph (f} unchanged and adding a
new paragraph (f){4), to read as follows:

§405.432 Reasonable cost of physical and
other therapy services furnished under
arrangements.
(f) Exceptions. The following
exceptions may be granted but only
upon the provider's demonstration that
the conditions indicated are present:

(3) Exemptions for inpatient hospital
services. Effective with cost reporting
periods beginning on or after October 1.
1983, the costs of therapy services
furnished under arrangements to a
hospital inpatient will be excepted from
the guidelines issued under this section
if such costs are subject to the
provisions of §§ 405.463 or 405,470. The
intermediary will grant the exemption
without request from the provider.

m. Section 405.434 is amended by
reprinting the introductory language of

paragraph (c) unchanged. and revising
paragraph (c){3). to read as follows:

§405.434 Reasonable cost of extended
care services furnished by a swing-bed
hospital,

(c) Principle. The reasonable cost of
extended care services furnished by a
swing-bed hospital is determined as
follows:

(3]} The reasonable cost of ancillary
services furnished as extended care
services is determined in the same
manner as the reasonable cost of other
ancillary services furnished by the
hospital in accordance with
§ 405.452{a)(1).

n. Section 405.452 is amended by
removing the existing paragraphs (a),
(c), {d) and (e), revising paragraph (b)
and redesignating it as paragraph (a),
and adding new paragraphs (b), (¢}, (d),
and [e). As revised the section reads as
follows:

§405.452 Determination of cost services
to beneficiaries.

{a) Principle. Total allowable costs of
a provider shall be apportioned between
program beneficiaries and other patients
80 that the share borne by the program
is based upon actual services received
by program beneficiaries. The methods
of apportionment are defined as follows:

(1) Departmental Method—{i)
Methodelogy. Except as provided in
paragraph (a)(1)(ii) of this section with
respect to the direct apportionment of
malpractice costs, and in paragraph
(&)(1){iii) of this section with respect to
the treatment of the private room cost
differential for cost reporting periods
starting on or after October 1, 1982, the
ratio of beneficiary charges 1o total
patient charges for the services of each
ancillary department is applied to the
cost of the department; to this is added
the cost of routine services for program
beneficiaries. determined on the basis of
4 separale average cost per diem for
general routine patient care areas as
defined in paragraph (b) of this section.
taking into account, in hospitals, a
separate average cosl! per diem for each
intensive care unit, coronary care unil,
and other intensive care type inpatient
hospital units.

(ii) Exception: Malpractice insurance.
For cost reporting periods beginning on
or after July 1, 1979, costs of malpractice
ingurance premiums and self-insurance
fund contributions must be separately
accumulated and directly apportioned to
Medicare. The apportionment must be
based on the dollar ratio of the
provider's Medicare paid malpructice
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losses to its total paid malpractice
losses for the current cost reporting
period and the preceding 4-year period.
If a provider has no malpractice loss
experience for the 5-year period, the
costs of malpractice insurance premiums
of self-insurance fund contributions
must be apportioned to Medicare based
on the national ratio of malpractice
awards paid to Medicare beneficiaries
to malpractice awards paid o all
patients. The Health Care Financing
Administration will calculate this ratio
periodically based on the most recent
departmental closed claim study. If a
provider pays allowable uninsured
malpractice losses incurred by Medicare
beneficiaries, either through allowable
deductible or coinsurance provisions, or
as a result of an award in excess of
reasonable coverage limits, or as a
governmental provider, such losses and
related direct costs must be directly
assigned to Medicare for
reimbursement.

(iii) Exception: Indirect cost of private
rooms. For cost reporting periods
starting on or after October 1, 1982,
except with respect to hospital receiving
payment under § 405.470, the additional
cost of furnishing services in private
room accommodations is apportioned to
Medicare only when these
accommodations are furnished to
program beneficiaries, and are
medically necessary. To determine
routine service cost applicable to
beneficiaries.

(A) Multiply the average cost per diem
[as defined in paragraph (b) of this
section) by the total number of Medicare
patient days (including private room
days whether or not medically
necessary).

{B] Add the product of the average per
diem private room cost differential (as
defined in paragraph (b) of this section)
and the number of medically necessary
private room days used by beneficiaries.

(C) The days in paragraphs (b](iii)

(A) and (B) of this section do not
include private rooms furnished for SNF
type and ICF services under the swing
bed provision.

(2) Carve out method. (i) The carve
out method is used to allocate hospital
inpatient general routine service cos!s in
a participating swing-bed hospital, as
defined in § 405.434(b). Under this
method, the total costs attributable to
the SNF-type and ICF-type services
furnished to all classes of patients are
subtracted from total general routine
inpatient service costs before computing
the average cost per diem for general
routine hospital care.

(i) The cost per diem attributable to
the routine SNF-type services furnished
by a swing-bed hospital is based on the

reasonable cost per diem for services
determined in accordance with
§ 405.434.

(iit) The cost per diem attributable to
the routine ICF services furnished by the
swing-bed hospital is determined as
follows:

(A) If the hospital is located in a State
that provides for ICF services under
Medicaid, the cost per diem for ICF
services furnished by a swing-bed
hospital in that State is based on the
Statewide average rate paid for routine
services in ICFs {other than ICFs for the
mentally retarded) during the preceding
calendar year under the State Medicaid
plan. The Statewide average rate will be
computed either by the State and
furnished to HCFA, or by HCFA directly
based on the best available data.

(B) If the hospital is located in a State
that does not provide for ICF services
under Medicaid or that does not have a
Medicaid program, the cost per diem for
ICF services will be based on the
average ratio of the ICF rate to the SNF
rate in those States that provide for both
SNF and ICF services under Medicaid.
The ratio will be applied to the SNF cost
per diem determined under paragraph
(a)(2)(ii) of this section.

(iv) The sum of (A) total SNF-type
days furnished to all classes of patients
multiplied by the SNF cos! per diem and
(B) total ICF-type days furnished to all
classes of patients multiplied by the
appropriate ICF cost per diem will be
subtracted from inpatient general
routine service costs. The cost per diem
for inpatient general routine hospital
care will be based on the remaining
general routine service costs.

(v] Costs other than general inpatient
routine service costs will be determined
in the same manner as specified in the
Departmental Method in paragraph (a)
of this section.

(b) Definitions. As used in this
section—

“Ancillary services” means the
services for which charges are
customarily made in addition to routine
services.

“Apportionment” means an allocation
or distribution of allowable cost
between the beneficiaries of the health
insurance program and other patients.

“Average cost per diem for general
routine services' means the following:

(1) For cost reporting periods
beginning on or after October 1, 1982,
subject to the provisions on swing-bed
hospitals, the average cost of general
routine services net of the private room
cost differential. The average cost per
diem is computed by the following
methodology:

(1) Determine the total private room
cost differential by multiplying the

average per diem private room cost
differential determined in paragraph (c)
of this section by the total number of
private room patient days.

(i) Determine the total inpatient
general routine service costs nel of the
total private room cost differential by
subtracting the total private room cost
differential from total inpatient general
routine service costs.

(iii) Determine the average cos! per
diem by dividing the total inpatient
general routine service cost net of
private room cos! differential by all
inpatient general routine days, including
total private room days.

(2) For swing-bed hospitals, the
amount computed by (i) subtracting the
costs attributable to SNF-type and ICF-
type services from the total allowable
inpatient cost for routine services
(excluding the cost of services provided
in intensive care units, coronary care
units, and other intensive care type
inpatient hospital units, and nursery
costs), and (ii) dividing the remainder
(excluding the total private room cost
differential) by the total number of
inpatient hospital days of care
(excluding SNF-type and ICF-type days
of care, days of care in intensive care
units, coronary care units, and other
intensive care type inpatient hospital
units, and newborn days and including
total private room days).

“Average cost per diem for hospital
intensive care type units” means the
amount computed by dividing the total
allowable costs for routine services in
each of these units by the total number
of inpatient days of care rendered in
each of these units.

“Average per diem private room cost
differential” means the difference in the
average per diem cost of furnishing
routine services in a private room and in
a semi-private room. (This differential is
not applicable to hospital intensive care
type units.) (The method for computing
this differential is described in
paragraph (c) of this section.)

“Charges’ means the regular rates for
various services which are charged to
both beneficiaries and other paying
patients who receive the services,
Implicit in the use of charges as the
basis for apportionment is the objective
that charges for services be related to
the cost of the services.

“ICF-type services" means routine
services furnished by a swing-bed
hospital that would constitute
intermediate care facility (ICF) services,
as defined in § 440,150 of this chapter, if
furnished by an ICF. ICF-type services
are not covered under the Medicare
program,
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“Intensive care type inpatient
hospital unit” means a hospital ynit thet
furnishes services to critically ill
inpatients. Examples of intensive care
type units include, but are not limited to,
intensive care units, trauma units,
coronary care units, pulmonary care
units, and burn units. Excluded as
intensive care type units are
postoperative recovery rooms,
postanesthesia recovery rooms,
miuternity labor rooms, and subintensive
or intermediate care units. [The unit
must also meet the criteria of paragraph
(d) of this section.)

"SNF-type services” means routine
services furnished by a swing-bed
hospital that would constitute extended
care services if furnished by a skilled
nursing facility. SNF-type services
include routine services furnished in the
distinct part SNF of a hospital complex
that is combined with the hospital
general routine service area cost center
under § 405.453(d)(5).

“Ratio of beneficiary charges to total
charges on a departmental basis™ means
the ratio of charges to beneficlaries of
the health insurance program for
services of a revenue-producing
department or center to the charges to
all patients for that center during an
accounting period. After each revenue-
producing center’s ratio Is determined,
the cost of services rendered to
beneficiaries of the health insurance
program is computed by applying the
individual ratio for the center to the cost
of the related center for the period.

‘Routine services™ means the regular
room, dietary, and nursing services,
minor medical and surgical supplies,
and the use of equipment and facilities
for which a separate charge is not
customarily made.

(c) Method for computing the average
per diem private room cost differential.
Compute the average per diem private
room cost differential as follows:

(1) Determine the average per diem
private room charge differential by
subtracting the average per diem charge
for all semi-private room
tccommodations from the average per
diem charge for all private room
iccommodations. The average per diem
charge for private room
accommodations is determined by
dividing the total charges for private
room accommodations by the total
number of days of care furnished in
private room accommodations. The
average per diem charge for semi-
private accommodations is determined
by dividing the total charges for semi-
Private room accommodations by the
total number of days of care furnished in
semi-private accommodations.

(2) Determine the inpatient general
routine cost/charge ratio by dividing
total inpatient general routine service

cost by the total inpatient general
routine service charges.

(3] Determine the average per diem

private room cost differential by

multiplying the average per diem private
room charge differential determined in
paragraph (c)(1) of this section by the
ratio determined in paragraph (c)(2) of

this section.

(d) Criteria for identifying intensive

care type units. For purposes of

determining costs under this section, a
unit will be identified as an intensive
care type inpatient hospital unit only if

the unit—{1} Is in & hospital;
(2) Is physically and identifiably

separate from general routine patient
care areas, including subintensive or
intermediate care units, and ancillary

service areas. There cannot be a
concurrent sharing of nursing staff

between an intensive care type unit and
units or areas furnishing different levels
or types of care. However, two or more

intensive care type units that

concurrently share nursing staff can be
reimbursed as one combined intensive

care type unit if all other criteria are

met. Float nurses (nurses who work in
different units on an as-needed basis)
can be utilized in the intensive care type

unit. If a float nurse works in two
different units during the same eight
hour shift, then the costs must be
allocated to the appropriate units

depending upon the time spent in those

units, The hospital must maintain
adequate records to support the

allocation. If such records are not
available, then the costs must be

allocated to the general routine services

Ccost areas;

General joutne ... .

IMensive cane unit .,

Tots

HOSPITAL Y

(3) Has specific written policies tha!
include critiera for admission to, and
discharge from, the unit;

(4) Has registered nursing care
available on a continuous 24-hour basis
with at least one registered nurse
present in the unit at all times;

(5} Maintains a minimum nurse-
patient ratio of one nurse to two
patients per patient day. Included in the
calculation of this nurse-patient ratio
are registered nurses, licensed
vocational nurses, licensed practical
nurses, and nursing assistants who
provide patient care. Not included are
general support personnel such as ward
clerks, custodians, and housekeeping
personnel; and

(6) Is equipped, or has available for
immediate use, life-saving equipment
necessary to treat the criticaliy ill
patients for which it is designed. This
equipment may include, but is not
limited to, respiratory and cardiac
monitoring equipment, respirators,
cardiac defibrillators, and wall or
canister oxygen and compressed air.

(e) Application. (1) Departmental
method; Cost reporting periods
beginning on or after October 1, 1962.

(i) The following example illustrates
how costs would be determined, using
only inpatient data, for cost reporting
periods beginning on or after October 1,
1982, based on apportionment of—

{A) The average cost per diem for
general routine services (subject to the
private room differential provisions of
paragraph (a)(1)(iii} of this section);

(B) The average cost per diem for each
intensive care type unit;

(C) The ration of beneficiary charges
to total charges applied to cost by
department.

S il —
> | Ravo of ATA
!
program Total charges 1o | Total cost
benefics- ‘ chaspes ol | sorvicos
i -omees |
Percont
$20,000 | $70,000 | zw |  s7ooel  s2zo00
o| 12.000 0 30,000 0
20000 | 80,000 2% 45,000 15,000
24000 | 100,000 24 75,000 12,000
40000 | 140,000 | 200 96,000 28,000
60001 30000} 2 25000] 5000
no.oooT 2000 b | 350000 88,000
otal Avernge : Cost of
Tomicost | costper | Progamin
" l pabent days | - orvices
| o=t | o
00| se30000 ! 521 BOOO | $166000
500 i 20,000 | 40 200 | 8,000
000 | 1080001 8 1000 | 36,000
sooI 758,000 | 7! om] 212,000
} bl e 2 | 300000
| | |
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(ii) The following illustrates how
apportionment based on an average cost
per diem for general routine services is
determined.

Caiculation of cost of routine SNF-type services appicable o
medicare:

$35 x 300 - $10,500
Calculation of cost of goneral routing  hospetal
sorvices:
Cost of SNF-type services: 535 x 400
Cost of iCF-type senvices: $20 X 100

$14,000
2.000

HospPiTaL E VO e R e T 6,000
— _..eoupuéuhdmm mw7 sanices:
$250,000 — $16,000 + 2, - 811
Private ps‘"'m‘,, Qe routine hospe d::t
Facts sccommo- | accommo- | T $117 % 600 = $70.200
” datons Total medicare reasonable cost jor genoeal routing Inpatient
Totad charges . $820,000 | $175000 | $195.000 $10,500 + $70.200 = $80.700
Total days =0 100 1,000 1,100 :
Programs days..... 70 400 470 0. Section 405.453 is amended by
“m":“"m adding a new paragraph (f)(3), and
Paiens s (R = L 2 removing and reserving paragraph (g) to
Total gorecal read as follows:
ouling service
. AR S el =000 405 .".q". cost
Average private r0om per dem charge (820,000 | § 453 te cost data and
pevale r0om charges + 100 days).. 1200 finding.
Aversgo semi-privale 1oom per diem charge . . . . .
($175.000 seme-private charge + 1,000 days)... 1$175 (n Cost repo s v'e

2. Inpabent

wtal costs ~ $155.000 total charges), .0

3. Avorago per dlem privale room cost difforential (525

charge Ofierential x B461538 cost/charge rato), $21.15
Awvage cost per dam K inpationt general routing

4. Towai peivate oom cost differential {$21.15 P
005t diforential x 100 privéte room days), $2.115
al routine service costs net of

privato foomn cost (S165000 lotal routing cost

$2.116 peivate foom cost dtferental), $162 825,

a CcOSt par dexn fOr inpadiont ganeral foutine
serdces ($162,685 routine cost nel of peivate room  cost
ditarentisl < 1,100 patent days). $148 08

MASCANT QONeral rouSing SviCe cost.

7. Told routine per dem cost ?tnhu 10 Medicare
(5148 08 gverage cost par e x 470 Medcarm private and
semi privale patent deys), $69 588

6, Total private room cost o Modh-

cost of general routine mpabent servicos), $70,021

(9) Carve out method. The following
illustrates how apportionment is
determined in a hospital reimbursed
under the carve out method (subject to
the private room differential provisions
of paragraph (a)(1)(ii) of this section):

HOSPITAL K

(Detenmmation of cost of routing SNF-typo and ICF-type
services and genaral routne hospital services * )

; Days of cace
Faces General |
roubing SNE ICF-type
hospdal
t 1
Total cays of care | 2000 ( 400 ! 100
Modicare days of care I 600 300 |
Average meccind rate : N/A | $35 | $20

Total ingatient general routine service costs $250,000

(3) Changes in cost reporting periods.
A provider may change its cost reporting
period only if—

(i) The provider requests the change in
writing from its intermediary;

(ii) The intermediary receives the
request at least 120 days before the
close of the new reporting period
requested by the provider; and

(iii) The intermediary determines that
good cause for the change exists. Good
cause would not be found to exist if the
effect is to change the initial date by
which a hospital would be affected by
the rate of increase ceiling (see
§ 405.463), or be paid under the
prospective payment system.

{g) [Reserved]

p- Section 405.454 is amended by
revising paragraph (a) and adding a new
paragraph (m) to read as follows:

§ 405454 Payments to providers.

(a) Principle.

(1) Reimbursement on a reasonable
cost basis. Providers of services paid on
the basis of the reasonable cost of
services furnished to beneficiaries will
receive interim payments approximating
the actual costs of the provider. These
payments will be made on the most
expeditious schedule administratively
feasible but not less often than monthly.
A retroactive adjustment based on
actual costs will be made at the end of
reporting period.

(2) Payments under the prospective
payment system. For cost reporting

periods beginning on or after October 1,
1983, hospitals and hospital units (see

§ 405.401(d)) are paid a prospectively
determined rate under §§ 405.470 to
405.477 for Medicare Part A inpatient
operating costs on a per discharge basis,
Part A inpatient hospital operating costs
include those costs (includi

malpractice costs) for general routine
service, ancillary service, and intensive
care-type unit services with respect to
inpatient hospital services but exclude
capital-related and direct medical
education costs. Payments for capital-
related and direct medical education
applicable to inpatient costs that are
payable under Part A, for certain kidney
acquisition costs of renal
transplantation cenlers (see

§ 405.2102(e)(1)), and for medical and
other health services furnished to
inpatients under Part B and outpatient
services with respect to such hospitals
and hospital units continue on a
reasonable basis. The method of
payment for hospitals under the
prospective payment system is
described in paragraph (m) of this
section.

. » » - .

(m) Prospective payments.

(1) For cost reporting periods
beginning on or after October 1, 1983,
hospitals will receive payments with
respect to Part A inpatient operating
costs determined on a per discharge
basis using prospectively determined
rates. The amounts will represent final
payment based on the submission of a
discharge bill. Medical education costs
and capital-related costs are excluded
from prospective payments. For these
items, reimbursement on the basis of
reasonable costs, using Medicare
principles of reimbursement, will
continue to apply.

(2] (i) No year end retroactive
adjustment is made for prospective
payments. However, hospitals meeting
the criteria in paragrapbh (j) of this
section may elect to receive periodic
interim payments. Therefore, at the
discretion of the intermediary, the
hospital's prospective payments will be
estimated and made on a periodic
interim basis (26 biweekly payments),
These payments are subject to final
settlement. Hospitals electing periodic
interim payments may convert (o
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payments on a per discharge basis at
any time.

(if) For the hospitals receiving periodic
interim payments for inpatient operating
costs, the biweekly interim payment
smount is based on the total estimated
Medicare discharges for the reporting
period multiplied by the hospital's
estimated average prospective payment
amount. These interim payments are
reviewed and adjusted at least twice
during the reporting period.

(iii) For purposes of determining
periodic interim payments under this
paragraph, the intermediary computes a
hospital's estimated average prospective
payment amount by multiplying its
transition payment rates as determined
under § 405.474(a)(3), but without
adjustment by a DRG weighting factor,
by the hospital's case-mix index.

(3) For items applicable to inpatient
hospital services not reimbursed on a
prospective basis (capital-related costs
and direct medical education costs),
interim payments are made subject to
final cost settlement. Interim payments
for the estimated cost of capital-related
and approved medical education items
[applicable to inpatient costs payable
under Part A and for kidney acquisition
cost in hospitals approved as renal
transplantation centers) are determined
by estimating the reimbursable amount
for the year based on the previous year's
experience and on substantiated
information for the current year and
divided into 26 equal biweekly
payments,

(4) Payments for the indirect costs of
medical education (described in
§ 405.477(d)(2)) are paid based on an
estimate of the total for the Federal
portion of the DRG revenue to be
received in the current period. The total
tstimated annual amount of the
adjustment will be divided into 26 equal
biweekly payments and included with
other inpatient costs reimbursed on a
reasonable cost basis.

(5) Payments for outlier cases
(described in § 405.475) are not made on
an interim basis. The outlier payments
are made based on submitted bills and
represent final payment regardless of
whether or not the provider is receiving
i ».':ud,ic interim payments during the
period.

4. Section 405.455 is amended by
revising paragraphs {a) and (d)(1) and
(2)lii) to read as follows:

$405.455 Amount of payments where
tustomary charges for services furnished
e less than reasonable cost.

(s} Principle. Providers of services.
other than comprehensive outpatient
rehabilitation facilities, are paid the
‘esser of the reasonable cost of services

furnished to beneficiaries or the
customary charges made by the provider
for the same services. (Payment to
comprehensive outpatient rehabilitation
facilities is based on the reasonable cost
of services.) Public providers of service
furnishing services free of charge orata
nominal charge are paid fair
compensation for services furnished to
beneficiaries. This principle is
applicable to services furnished by
providers in cost reporting periods
beginning after December 31, 1973. This
principle does not apply to payments for
the costs of Part A inpatient hospital
services for cost reporting periods
subject to the rate of increase ceiling
under § 405.463 or the prospective
payment system under § 405.471.
However, the carryover from previous
periods is recognized, subject to the
provisions of paragraph (d) of this
section. For special rules concerning
HMO's and providers of services and
other health care facilities that are
owned or operated by an HMO, or
related to an HMO by common
ownership or control, see

§§ 405.2042(b)(14) and 405.2050(c),

(d) Accumulation of unreimbursed
costs and carryover lo subsequent
periods—(1) General. Any provider of
services whose charges are lower than
costs in any cost reporting period
beginning after December 31, 1973, may
carry forward cosis attributable to
program beneficiaries which are
unreimbursed under the provisions of
this section for the two succeeding
reporting periods. Where beneficiary
charges exceed reasonable cost in such
subsequent periods, such previously
unreimbursed amounts carried forward
shall be reimbursed to the provider to
the extent that such previously
unreimbursed amounts carried forward,
together with costs applicable to
program beneficiaries in such
subsequent periods, do not exceed
customary charges with respect to
services to program beneficiaries in
such subsequent periods, If such two
succeeding cost reporting periods
combined include fewer than 24 full
calendar months, the provider may carry
forward costs unreimbursed under this
section for one additional reporting
period. However, no recovery may be
made in any period in which costs are
unreimbursed under §§ 405.460 or
405.463.

Example. In the reporting period ending
December 31, 1974, the provider's
reimbursable costs attributable to covered
services furnished program beneficiaries
were §100,000, The provider’s customary
charges for these services were $80,000. The
provider will, therefore, be reimbursed

$90.000 less any deductible and coinsurance
amounts but will be permitted to carry the
unreimbursed $10,000 forward for the next
two succeeding reporting periods. If. in the
reporting period ending December 31, 1975,
the charges to beneficiaries for covered
services exceeded the reimbursable
reasonable costs of such services by $10,000
or more, the provider could recover the entire
$10,000 previously not reimbursed. If,
however, beneficiary charges exceeded costs
by $8,000. this amount would be added to the
provider's reimbursable costs for this period.
The bulance of the unreimbursed amount or
$2.000 would be carried over to the next
reporting period.

{2) New provider—{i) General * * *

(ii) New provider base period:
unreimbursed costs under lower of cost
or charges. Where costs of a new
provider are unreimbursed under this
section, such previously unreimbursed
amounts which a provider may recover
during any cost reporting period in the
new provider base period or carry
forward period is limited to the amount
by which the aggregate customary
charges applicable to health insurance
beneficiaries during any such period
exceed the aggregale costs applicable to
such beneficiaries during that period,
except that no recovery may be made in
any period in which costs are
unreimbursed under §§ 405.460 or
405.463,

r. Section 405,460 is amended by
revising paragraph (a)(1), the
introductory language of paragraph (e),
paragraph (e}(1), the introductory
language of paragraph (f), paragraph
(f)(9). and paragraph (h), to read as
follows:

§ 405.460 Limitations on reimbursable
costs.

(a) Introduction—{1) Scope. This
section implements section 1861(v){1)}{A)
of the Social Security Act, by setting
forth the general rules under which
HCFA may establish limits on provider
costs recognized as reasonable in
determining Medicare program
payments, and sections 1861(v)(7)(B)
and 1886{a) of the Social Security Act,
by setting forth the general rules under
which HCFA may establish limits on the
operating costs of inpatient hospital
services that are recognized as
reasonable in determining Medicare
program payments, (For cost reporting
periods beginning on or after October 1.
1983, the operating cost incurred in
furnishing inpatient hospital services is
not subject to the provisions of this
section.) This section also sets forth
rules governing exemptions, exceptions,
and adjustments to limits established
under this section that HCFA may make
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as appropriate in consideration of
special needs or situations of particular
providers,

le) Exemptions. Exemptions from the
limits imposed under this section may
be granted in the following
circumstances:

(1) Sole community hospital.

A sole community hospital is a
hospital which, by reason of factors
such as isolated location or absence of
other hospitals, is the sole source of
such care reasonably available to
beneficiaries.

(I) Exceptions. Limits established
under this section may be adjusted
upward for a provider under the
circumstances specified in paragraphs
(0(1) through (f)(8) of this section, and
miy be adjusted upward or downward
under the circumstances specified in
paragraph (1){9) of this section. An
adjustment is made only to the extent
the costs are reasonable, attributable to
the circumstances specified, separately
identified by the provider, and verified
by the intermediary.

(9) Changes in case mix for cost
reporting periods beginning before
October 1, 1983. The hospital:

(i) Is subject to limits issued under
paragraph (b)(3) of this sectian for cost
reporting periods beginning before
October 1, 1983, that are calculated by
use of a case-mix index:

(ii) Has added or discontinued
services in a year after the year
represented in the discharge data used
to establish the limits described in
paragraph (f){9)(i) of this section;

(iii} Has experienced a significant and
abrupt change in case mix as a result of
the addition or deletion of services; and

(iv) Submits discharge data, in the
format required by HCFA, for Medicare
discharges in the cost reporting period
for which the exception is requested.

(h) Adjustments. For cost reporting
periods beginning on or after October 1,
1982 and Lefure October 1, 1983. HCFA
may adjust the amount of a hospital's
inpatient operating cos!s {o take into
uccounlt factors which could result in a
significant distortion in the operating
costs of inpatient hospital services. Such
factors could include a decrease in the
inpatient services that a hospital
provides that are customarily provided
directly by similar hospitals, or the
manipulation of discharges to increase
reimbursement. A decrease in inpatient
services could result from changes that
include. but are not limited to, such
actions as closing a special care unit or

ments under which
furnished, such as

changing the arra
such services may
leasing a department.

8. Section 405463 is amended by
revising paragraphs (a), {b)(2), (c)(1), (2).
(3). and {5). (d), and (h), to read as
follows:

§ 405.463 Celling on rate of hospital cost
increases.

(a1) Introduction—{1) Scope. This
section implements section 1886(b) of
the Social Security Act establishing a
ceiling on the rate of increase of
operating costs per case for inpatient
hospital services that will be recognized
as reasonable for purposes of
determining Medicare reimbursement.
This ceiling on allowable rate of cost
increases applies to hospital cost
reporting periods beginning on or alter
October 1, 1982 and, for cos!t reporting
periods beginning before October 1,
1983, is applied in addition 1o the
limitations on reasonable cost
established under § 405.460. This section
also sets forth rules governing
exemptions from and exceptions and
adjustments to the ceiling.

(2) Applicability. (i) This section is not
applicable to hospitals reimbursed in
accordance with section 1814(b)(3) of
the Act, or under State reimbursement
control systems that have been
approved under section 1886{c) of the
Act.

{ii} For cost reporting periods
beginming on or after October 1, 1983,
this section is applicable to hospitals
excluded from the prospective payment
system under § 405.471(c), including
subprovider psychiatric and
rehabilitation units (distinct parts) and
those hospitals eligible for special
treatment under the prospective
payment system as described in
§ 405.476(1)(2).

(b} Cost-reporting periods subjec! to
the rate of increase ceiling. * * *

(2) Periods subject to the ceiling.
Ceilings established under this section
will be applied to all full 12-month cost
reporting periods that:

(i) Immediately follow either a base
period as described in paragraph (b)(1)
of this section, or another 12-month cost
re;:*cming period subject to the ceiling:
an
(ii) Begin on or after Otctober 1. 1982,

» - -

{c) Procedure for establishing the
ceiling (target amount).

(1){i) Costs subject lo the ceiling. The
cost per case ceiling established under
this section applies to operating costs
incurred by a hospital in furnishing
inpatient hospital services. (ii) For cost
reporting periods beginning on or after
October 1, 1982 and before October 1,

1983, these operating costs include
operating costs of routine services (ss
described in § 405.158(c)), ancillary
service operaling costs, and special care
unit.operating costs. These operating
costs exclude the costs of malpractice
insurance, certain kidney acquisition
costs, capital-related costs, and costs a
hospital allocates to approved medical
education programs {nursing school or
approved intern and resident programs)
on its Medicare cost report.

(iii) For cost reporting periods
beginning on or after October 1, 1983,
these operating costs exclude only
capital-related costs as described in
§ 405414, return on equity capital as
described in § 405.429, the costs of
approved medical education programs
as described in § 405.421. Further,
kidney acquisition costs incurred by
hospitals approved as renal
transplantation centers will be
reimbursed on a reasonable cost basis
Appropriate adjustments to a hospital's
base year costs will be made under
paragraph (h) of this section.

(2) Cost determined on a per case
basis. Costs subject to the ceiling as
described in paragraph (c)(1) of this
section will be determined on a per
discharge basis.

(3) Target rate percentage.

(i) The target rate percentage for each
calendar year will equal the
prospectively estimated increase in the
market basket index for that calendar
year, plus one percentage point.

(ii) The market basket indexis a
hespital wage and price index that
incorporates appropriately weighted
indicators of changes in wages and
prices that are representative of the mix
of goods and services included in the
most common categories of inpatient
hospital operating costs subject to the
ceiling as described in paragraph [c)(1)
of this section.

(5) Applicable target rate percentage

(i} The intermediary will use the targe!
rate percentage increase applicable to
each 12-month cost reporting period to
determine the ceiling on the allowable
rate of cost increase under this section.

(ii) When a cost reporting period
spans portions of two calendar years,
the intermediary will calculate an
appropriate prorated percentage rate
based on the published calendar year
percentage rates. .

(iii) The applicable target rate
percentage will be the prospectively
determined percentage published by
HCFA. HCFA will publish quarterly
Federal Register notices, beginning in
1983, including the applicable estimate
of the markeﬁmskel rate of increase
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and the resulling target rate percentage
for the next two calendar years. The
target rate percentage for each hospital
will be based on the percentages
published in the latest quarterly notice
before the beginning of the hospital's
cost reporting period, will be applied
prospectively, and will be prorated, in
sccordance with paragraph (c)(5)(ii) of
this section, but will not be retroactively
adjusted if the actual market basket rate
of increase differs from the estimate,

(d) Application of target amounts in
determining reimbursement—{1)
General process.

(i) At the end of each 12-month cost
reporting period subject to this section,
the hogpital’s intermediary will compare
o hospital’s allowable cost per case with
that hospital’s target amount for that
period.

(i) The hospital's actual allowable
costs will be determined without regard
lo the lower of cost or charges
provisions of § 405.455, but, for cost
teporting periods beginning on or after
October 1, 1982 and before October 1,
1983, are subject to other limitations on
reimbursable cost established under
§ 405.460.

(iii) If the hospital's actual allowable
costs do not exceed the target amount,
reimbursement will be determined under
paragraph (d){2) of this section.

(iv] If the hospital’s actual costs
exceed the targel amount,
reimbursement will be determined under
paragraph (d)(3) of this section.

(2) Inpatient operating costs are less
than or equal to the target amount. If a
hospital’s allowable inpatient operating
costs per case do not exceed the
hospital's target amount for the
applicable cost reporting period,
reimbursement to the hospital will be
determined on the basis of the lowest of:

(1) The inpatient operating costs per
case plus 50 percent of the difference
between the inpatient operating cost per
case and the target amount;

(ii) The inpatient operating cost pef
case plus 5 percent of the target amount;
or

(iii) The hospital's allowable inpatient
Operating cost per case under applicable
limits established under § 405.460, if
applicable,

(3} Inpatient operating costs are
sreater than the target amount. If a
hospital’s allowable inpatient operating
costs per case exceed the hospital's
larget amount for the applicable cost
reporting period, reimbursement to the
hospital will be determined as follows:

(1) For cost reporting periods
beginning on or after October 1, 1962
ind before October 1, 1984,
reimbursement will be based on the
lower of:

(A) The hospital's target amount plus
25 percent of the allowable operating
costs per case in excess of the target
amount; or

(B) The hospital's allowable cost per
case under applicable limits established
under § 405.460, if applicable.

(ii) For cost reporting periods
beginning on or after October 1, 1984,
reimbursement will be based on the
hospital's target amount per case.

» . . - .

(h) Adjustments—(1) Comparability of
cost reporting periods, (i) HCFA may
adjust the amount of the operating costs
considered in establishing cost per case
for one or more cost reporting period(s),
including both periods subject to the
ceiling and the hospital's case period, to
take into account factors which could
result in a significant distortion in the
operating costs of inpatient hospital
services.

(i) In determining the target amount
for cost reporting periods beginning on
or after October 1, 1983, the
intermediary will adjust the base period
costs to explicitly include in the costs
subject to the ceiling malpractice
insurance costs, FICA taxes (if the
hospital did not incur costs for FICA
taxes in its base period), and services
billed under Part B of the program
during the base period, but paid under
Part A during the subject cost reporting
period.

(iii) HCFA may adjust the amount of
operating costs, under paragraph
(b){1)(i) of this section. to take into
account factors such as a change in the
inpatient hospital services that a
hospital provides, that are customarily
provided directly by similar hospitals, or
the manipulation of discharges to
increase reimbursement. A change in the
inpatient hospital services provided
could result from changes that include,
but are not limited to, opening or closing
@ special care unit or changing the
arrangements under which such services
may be furnished, such as leasing a
department.

(2) Nursing differential. Because the
Medicare inpatient routine nursing
salary cost differential does not apply in
the cost reporting periods subject to
ceilings established under this section,
HCFA will adjust base period costs to
remove the effect of this differential.

L. New §§ 405.470 through 405.477, and
an undesignated center heading
between § 405.466 and § 405.470, are
added to read as follows:

Prospective Payment for Inpatient
Hospital Services

§405.470 Prospective payment: general
provisions.

{a) Scope.

(1) Purpose. Sections 405470 through
405.477 of this subpart implement
section 1886{d) of the Act by
establishing a prospective payment
system for inpatient hospital services
furnished to beneficiaries in cost
reporting periods beginning on or after
October 1, 1983. Under the prospective
payment system, payment for the
operating costs of inpatient hospital
services furnished by hospitals subject
to the system {generally, short-term,
acute-care hospitals) is made on the
basis of prospectively determined rates
and applied on a per discharge basis.
Payment for other costs related to
inpatient hospital services {capital-
related costs, kidney acquisition costs
incurred by hospitals with approved
renal transplantation centers, and the
direct costs of medical education) is
made on a reasonable cost basis.
Additional payments are made for
outlier cases, bad debts, and indirect
medical education costs. Under the
prospective payment system, a hospital
may keep the difference between its
prospective payment rate and its
operating costs incurred in furnishing
inpatient services, and is at risk for
operating costs that exceed its payment
rate.

(2) Summary of specific sections. This
section describes the basis of payment
for inpatient hospital services under the
prospective payment system, and sets
forth the general basis of this system.
Section 405.471 sets forth the
classifications of hospitals that are
included in and excluded from the
prospective payment system, and sets
forth requirements governing the
inclusion or'exclusion of hospitals in the
system as a result of changes in their
classification. Section 405.472 sets forth
certain conditions that must be met for a
hospital to receive payment under the
prospective payment system. Section
405.473 sets forth the basic methodology
by which prospective payment rates are
to be determined. Section 405.474
describes the transition rate-setting
methods that are to be used to
determine transition payment rates
during the first three years of the
prospective payment system. Section
405.475 sets forth the methodology for
determining additional payments for
outlier cases. Section 405.476 sets forth
special rules for treatment of sole
community hospitals, Christian Science
Sanitoria, cancer hospitals, referral
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centers, and kidney acquisition costs,
Section 405.477 describes the types,
amounts, and methods of payment to
hospitals under the prospective payment
system.

(b) Basis of payment.

(1) Payment on a per discharge basis.
Under the prospective payment system,
hospitals are paid a predetermined
amoun! per discharge for inpatient
hospital services furnished to Medicare
beneficiaries. The prospective payment
rate for each discharge (as described in
paragraph (c) of this section) is
determined according to the
methodology described in §§ 405473,
405.474, or 405.476, as appropriate. An
additional payment is made in
accordance with § 405.475 for cases that
have an atypically long length of stay or
are extraordinarily costly to treat.

(2) Payment in full,

(i) The prospective payment amounts
paid for inpatient hospital services is the
total Medicare payment for the inpatient
operating costs (as described in
paragraph (b)(3) of this section) incurred
in furnishing services covered by the
Medicare program.

(i) The full prospective payment
amount, as determined under §§ 405473,
405.474, and 405.476, is made for each
stay during which there is at least one
Medicare payable day of care.

(iii) Payable days of care, for purposes
of paragraph (b)(2)(ii) of this section,
include:

(A) Waiver of liability days payable
under § 405.330; and

(B) Guarantee of payment days, as
authorized under § 409.68, for inpatient
hospital services furnished to an
individual whom the hospital has reason
to believe is entitled to Medicare
benefits at the time of admission.

(3) Inpatient operating costs. The
prospective payment system provides a
payment amount for inpatient operating
costs, including—

(i) Operating costs for routine services
(as described in § 405.452(b)). such as
the costs of room. board, and routine
nursing services;

(ii) Operating costs for ancillary
services, such as radiology and
laboratory services furnished to hospital
inpatients:

(iti) Special care unit operating costs
(intensive care type unil services, as
described in § 405.452(b)); and

(iv) Malpractice insurance costs
related 10 services furnished to
inpatients.

(4) Excluded costs. The following
inpatient hospital costs are excluded
from the prospective payment amounts
and paid for on a reasonable cost basis:

(i) Capital-related costs, as described
§ 405,414 and an allowance for return on
equity, as described in § 405.429.

(ii) Direct medical education costs, for
those approved education programs
described in § 405.421.

(iii) Costs for direct medical and
surgical services of physicians in
teaching hospitals exercising the
election in § 405.521.

(iv) Kidney acquisition costs incurred
by a certified renal transplantation
centers.

(5) Additional payments to hespitals.

In addition to payments based on the
prospective payment rates, hospitals
will receive payments for:

(i) Outlier cases. as described in
§ 405.475;

(if) The indirect costs of graduate
medical education {see §§ 405.475(f) and
405477(d)(2)):

(iit) Costs excluded from the
prospective payment rate under
paragraph (b}(4) of this section (see
§ 405.477(c)): and

(iv) Bad debts of Medicare
beneficiaries (see §§ 405,420 and
405477(d)(2)).

(c) Discharges and transfers.

(1) Discharges. A hospital inpatient is
discharged when—

(i) The patient is formally released
from the hospital (release of the patient
to another hospital as described in
paragraph [c)(2) of this section will not
be recognized as a discharge for the
purpose of determining payment under
the prospective payment system):

(ii) The patient dies in the hospital; or

(iii) The patient is transferred to a
hospital or unit that is excluded from the
prospective payment system under
§ 405.471.

{2) Transfers. Except as provided
under paragraph (¢)(1)(iii) of this
section, a discharge of a hospital
inpatient is not counted for purposes of
the prospective payment system when
the patien! is transferred—

(i) From one inpatient area or unit of
the hospital to another area or unit of
the hospital:

{ii) From the care of a hospital paid
under this section to the care of another
such hospital; or

(iif) From the care of a hospital paid
under this section to the care of another
hospital—

(A) Excluded from the prospective
payment system because of
participation in an approved statewide
cost control program or demonstration;
ar

(B) Whose first cost reporting period
under the prospective payment system
has not yet begun.

(3) Payment in full to the discharging
hospital. The hospital discharging an

inpatient (under paragraph (c){1) of this
section) is paid in full, in accordance
with paragraph (b)(2) of this section.

(4) Payment to a hospital transferring
an inpatient to another hospital. If a
hospital paid under the prospective
payment system transfers an inpatient
to another such hospital, as described in
paragraphs (c)(2) (ii) and (iii) of this
section, the transferring hospital is paid
4 per diem rate for each day of the
patient’s stay in that hospital, not to
exceed the amount that would have
been paid under §% 405.473 or 405474 if
the patient had been discharged to
another setting. The per diem rate is
determined by dividing the appropriate
prospective payment rate (as
determined under §§ 405.473 or 405.474)
by the average length of stay for the
specific DRG into which the case falls.

(d) Cost reporting periods subject to
the prospective payment system.

(1) Initial cost reporting period.

(i) Each subject hospital is paid under
the prospective payment system for
inpatient hospital services effective with
the hospital’s first cost reporting period
beginning on or after October 1, 1983.

(ii) The hospital is paid the applicabls
prospective payment rate for each
discharge occurring on or after the firs!
day of its first cost reporting period
subject to the prospective paymen!
system,

(iii) If a discharged beneficiary was
admitted to the hospital before the firs!
day of the hospital's first cost reporting
period subject to prospective payment.
the reasonable costs of services
furnished before that day are
reimbursable under the cost
reimbursement provisions of this
subpart. For such discharges, the
amount otherwise payable under the
applicable prospective payment rate is
reduced by the amount paid on a
reasonable cost basis for

* Inpatient hospital services
furnished to that beneficiary during the
hospital stay, Where the amount
reimbursed under reasonable cost
exceeds the prospective payment
amount, the reduction is limited to the
prospective payment amount,

(2) Changes in cost reporting periods
HCFA will recognize a change in a
hospital’s cost reporting period made
after November 30, 1982 only if the
change has been requested in writing by
the hospital and approved by the
intermediary in accordance with
§ 405.453(0)(3).

{e) Publication of schedule for
determining prospective payment rates.

(1) Initial prospective payment rates

(1) HCFA will publish in the Federal
Register by September 1, 1983, interim
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standardized amounts and DRG
weighting factors (determined under

§ 405.473) as needed to compute
prospective payment rates effective for
discharges occurring in cost reporting
periods beginning on or after October 1,
1983.

(ii) HCFA will publish a notice in the
Federal Register by December 31, 1983
confirming or modifying the interim
initinl schedule of standardized amounts
and weighting factors. If the resulting
interim payment rates are modified, the
new rates will apply to discharges
ogeurring after 30 days following the
date of publication of this notice.

(2) Annual publication of Schedule for
determining prospective payment rotes.

(i) Beginning in 1984, HCFA will
publish annual notices setting forth the
methodology and data used, including
the percentage increase factor, to
determine prospective payment rates
applicable to discharges occurring
during the Federal fiscal year beginning
on or after October 1 of that year.

(ii) HCFA will propose changes in the
methods, amounts, and factors used to
determine prospective payment rates in
a Federal Register notice published for
public comment not later than the June 1
before the beginning of the Federal
fiscal year in which the proposed
changes would apply.

(iii)) HCFA will publish a Federal
Register notice setting forth final
methods, amounts, and factors for
determining prospective payment rates
not later than the September 1 before
the Federal fiscal year in which the
rates would apply.

(iv) If HCFA does not meet the
September 1 publication date
requirement of this paragraph, the
prospective payment rates in effect on
September 1 of the year in question will
apply unchanged for the following
Federal fiscal year.

£405.471 Hospitals and hospital services
subject to and exciuded from the
prospective payment system.

(a) Hospitals subject to the
prospective payment sysiem.

(1) Except for services described in
paragraph (a)(2) of this section. all
tovered inpatient hospital services
furnished to beneficiaries during subject
cost reporting periods are paid for under
lhe prospective payment system.

(2} Inpatient hospital services will not
b paid for under the praospective
payment system if—

_ i) The services are furnished by a
fospital (or distinet part hospital unit)
explicitly excluded from the prospective
Payment system under paragraphs (b)
ind () of this section;

(ii) The services are emergency
services furnished by a nonparticipating
hospital in accordance with § 405.152; or

(iii) The services are paid for by a
health maintenance organization (HMO)
that elects not to have HCFA make
payments directly to a hospital for
inpatient hospital services furnished to
the HMO's Medicare enrollees (see
§ 405.2040(d)).

(b) Excluded hospitals: general rules.

(1) Criteria. A hospital will be
excluded from the prospective payment
system if it meets the criteria for one or
more of the excluded classifications
described in paragraph (c) of this
section.

(2) Cost reimbursement. Except for
those hospitals specified in paragraph
[b)(3) of this section, all excluded
hospitals (and distinct part hospital
units, as described in paragraph (c)(3)()
of this section) are reimbursed under the
cost reimbursement rules set forth in
this subpart, and will be subject to the
ceiling on the rate of hospital cost
increases described in § 405.463,

(3) Special reimbursement provisions.
The following classifications of
hospitals are reimbursed under special
provisions and therefore are not
generally subject ta the cost
reimbursement or prospective payment
rules of this subpart:

(i) Veterans Administration hospitals.

(ii) Hospitals reimbursed under State
cost control systems approved under
Part 403 of this chapter.

(iii) Hospitals reimbursed in
accordance with demonstrations
projects authorized under section 402(a)
of the Social Security Amendments of
1967 or section 222(a) of the Social
Security Amendment of 1972,

(iv) Nonparticipating hospitals
furnishing emergency services to
medicare beneficiaries.

(¢) Excluded hospitals and hospital
units: classifications. Hospitals and
distinct part units of hospitals that meet
the requirements for the classifications
set forth in this paragraph may not be
reimbursed under the prospective
payment system.

(1) Psychiatric hospitals. A
psychiatric hospital must—

(i) Be primarily engaged in providing,
by or under the supervision of a
psychiatrist, psychiatric services for the
diagnosis and treatment of mentally ill
persons; and

(ii) Meet the conditions of
participation for hospitals (§§ 405.1020
through 405.1035) and special conditions
of participation [or psychiatric hospitals
(§§ 405.1036 through 405.1038).

(2) Rehabilitation hospitals. A
rehabilitation hospital must—

(i) Have a provider agreement under
Part 489 of this chapter lo participate as
a hospital;

(ii) Have treated, during its most
recent 12-month cost reporting period,
an inpatient population of which at least
75 percent required intensive
rehabilitative services for the treatment
of one or more of the following
conditions:

(A) Stroke.

(B) Spinal cord injury.

(C) Congenital deformity.

(D) Amputation.

(E) Major multiple trauma.

(F) Fracture of femur (hip fracture).

(G) Brain injury.

(H) Polyarthritis, including rheumatoid
arthritis.

(iii) Have in effect a preadmission
screening procedure under which each
prospective patient’s condition and
medical history are reviewed to
determine whether the patient is likely
to benefit significantly from an intensive
inpatient hospital program or
assessment;

(iv) Ensure that the patients receive
close medical supervision and furnish.
through the use of qualified personnel,
rehabilitation nursing, physical therapy,
and occupational therapy, plus. as
needed, speech therapy, social services
or psychological services, and orthotic
and prosthetic services;

(v} Have a full-time director of
rehabilitation who is a Doctor of
Medicine or Osteopathy, is licensed
under State law to practice medicine or
surgery, and has had, after completing a
one-year hospital internship, at least
one year of training in the medical
management of patients requiring
rehabilitation services, or is Board-
certified in physiatry, neurology,
neurosurgery, orthopedic surgery. or
rheumatology:

(vi) Have a plan of treatment for each
inpatient that is established, reviewed,
and revised as needed by a physician in
consultation with other professional
personnel who provide services to the
patient; and,

(vii) Use a coordinated
multidisciplinary team approach in the
rehabilitation of each inpatient, as
documented by periodic clinical entries
made in the patient's medical record to
note the patient’s status in relationship
to goal attainment, and that team
conferences are held at least every two
weeks to determine the appropriateness
of treatment.

(3) Psychiatric and rehabilitation
units (distinct parts). A psychiatric unil
must mee! the requirements of
paragraphs (c)(3)(i) and {c)(3)(ii} of this
section. A rehabilitation unit must meet




39820 Federal Register /| Vol. 48,

No. 171 / Thursday, September 1, 1983 / Rules and Regulations

the requirements of paragraphs (c)(3)(f)
and (¢)(3)(iii) of this section. e

(i) A distinct part unit must—

{A) Be part of an institution that has
in effect an agreement under Part 489 of
this chapter to participate as a hospital;

(B) Have written admission criteria
that are applied uniformly to both
Medicare and non-Medicare patients;

(C) Have admission and discharge
records that are separately identified
from those of the hospital in which it is
located and are readily available;

{D) Have policies specifying that
necessary clinical information is
transferred to the unit when a patient of
the hospital is transferred to the unit;

(E) Meet applicable State licensure
laws;

(F) Have utilization review standards
applicable for the type of care offered in
the unit;

(G) Have beds physically separate
from (i.e., not commingled with) the
hospital's other beds:

(H) Be serviced by the same fiscal
intermediary as the hospital:

(1) Be treated as a separate cos! center
for cost finding and apportionment
purposes; :

{J) Use an accounting system tha
properly allocates costs;

(K) Maintain adequate statistical data
to support the basis of allocation: and

(L) Report its costs in the hospital's
cost report covering the same fiscal
period and using the same method of
apportionment as the hospital.

(ii) A psychiatric unit (distinct part)
must—

(A) Treat only patients whose primary
reason for admission to the unit was for
treatment of a diagnosis contained in
the Third edition of the American
Psychiatric Association's Diagnostic and
Statistical Manual;

{B) Be directed by a psychiatrist who
is certified by the American Board of
Psychiatry and Neurology or is eligible
for examination by the Board:

(C) Furnish, through the use of
qualified personnel, psychological
services, social work services,
psychiatric nursing, occupational
therapy, and recreational therapy:

(D) Have a supervising nurse who is &
registered professional nurse qualified
in gsychiulric or mental health nursing;
an

{E) Have a plan of treatment for each
patient which is established, reviewed,
and revised as needed by &
multidisciplinary team consisting of at
least a Doctor of Medicine or
Osteopathy, a psychologist. and a
psychiatric nurse.

(iii) A rehabilitation unit (distant part)
must—

{A) Have treated, during its most
recent 12-month cost reporting period,
an inpatient population of which at least
75 percent required intensive
rehabilltative services for the trestment
of one or more of the following
conditions:

(1) Stroke.

(2) Spinal cord injury.

(3) Congenital deformity.

(4) Amputation.

{5) Major multiple trauma. :

{6) Fracture of femur (hip fracture).

{7) Brain injury.

(8) Polyarthritis. including rheumatoid
arthritis,

(B) Have in effect a preadmission
screening procedure under which each
prospective patient’s condition and
medical history are reviewed to
determine whether the patient is likely
to benefit significantly from an intensive
inpatient program or assessment;

(C) Ensure that the patients receive
close medical supervision and furnish,
through the use of qualified personnel,
rehabilitation nursing, physical therapy,
and occupational therapy, plus, as
needed, speech therapy, social services
or psychological services, and orthotic
and prosthetic services;

(D) Have a plan of treatment for each
inpatient thal is established. reviewed,
and revised as needed by a physician in
consultation with other professional
personnel who provide services to the
patient; and

{E) Use a coordinated
multidisciplinary team approach in the
rehabilitation of each inpatient, as
documented by periodic clinical entries
made in the patient’s medical record to
note the patient's status in relationship
to goal attainment. and that team
conferences are held at least every two
weeks to determine the appropriateness
of treatment; and

(F) Have a full-time director of
rehabilitation who is a Doctor of
Medicine or Osteopathy, is licensed
under State law to practice medicine or
surgery. and has had, after completing a
one-year hospital internship, at leas!
one year of training in the medical
management of patients requiring
rehabilitation services, or is Board-
certified in physiatry, neurology.
neurosurgery, orthopedic surgery, or
rheumatology.

(4) Children's hospitals. A children's
hospital must—

(i) Have a provider agreement under
Parl 489 of this chapter to participate as
a hospital: and

(ii) Be engaged in furnishing services
to inpatients who are predominantly
individuals under the age of 13,

(5) Long-term hospitals. A long-term
care hospital must—

(i) Have a provider agreement under
part 489 of this chapter to participate us
a hospital; and

(ii) Have an average length of
inpatient stay greater than 25 days—

(A) As computed by dividing the
number of total inpatient days (less
leave or pass days) by the number of
total discharges for the hospital's most
recent complete cost reporting period: or

(B} If a change in the hospital’s
average length of stay is indicated, as
computed by the same method for the
immediately preceding six-month
period.

(6) Hospitals outside the 50 States or
the District of Columbia. A hospital is
excluded from the prospective paymen!
svstem if it is not located in one of the
fifty States or the District of Columbia.

\7) Hospitals reimbursed under
special arrangements. A hospital must
be excluded from prospective payment
for inpatient hospital services if it is
reimbursed under special arrangement
as provided in § 405.471(b)(3).

§ 405.472 Conditions for payment under
the prospective payment system.

(a) General requirements.

(1) A hospital must meet the
conditions of this section to receive
payment under the prospective payment
system for inpatient hospital services
furnished to Medicare beneficiaries.

(2) If a hospital fails to comply with
these conditions with respect to a
particular inpatient hospital stay for a
single individual, HCFA may deny
payment for that discharge.

(3) If a hospital fails to comply with
these conditions with respect to
inpatient hospital services furnished to
Medicare beneficiaries generally, HCFA
may, as appropriate—

(i) Withhold all Medicare payment to
the hospital until the hospital provides
adequate assurances of future
compliance; or

(ii) Terminate the hospital's provider
agreement.

(b) Charges to beneficiaries.

(1) Permitted charges-stay covered. A
hospital furnishing covered inpatient
hospital services (in accordance with
§405.310(m)) to a Medicare beneficiary
for which it expects to receive paymen!
under the prospective payment system
may charge that beneficiary for—

(i) The applicable deductible and
coinsurance amounts under §§ 409.82,
409.83, and 409.87 of this chapter;

(ii) Items and services, furnished at
any time during the stay, which are
excluded from coverage except for items
and services excluded from coverage
solely on the basis of requirements at
§ 405.310(g) (custodial care), § 405.310(x)
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(medically unnecessary,items and
services), or § 405.310(m) (nonphysician
services furnished to hospital inpatients
by other than a hospital or provider or
su;.v]»lie; under arrangements made by a
hospital):

(iii) Days of care attributable to a
length-of-stay oullier (as described in
$ 405.475(a)(1)) which—

(A) Are not paid for by Medicare
because of the patients’ benefits under
Medicare are exhausted; or

(B) Are not covered under Medicare
Part A for other reasons and waiver of
Liability under § 405.330 does not apply;
(when payment is considered for outlier
deys. the entire stay is reviewed and
days up to the number of days by which
the tolal stay exceeds the outlier day
threshold may be denied. In applying
this rule, the latest days of the stay will
be denied first.);

{iv) Items and services attributable to
cost autliers which will not be paid for
by Medicare because the services are
not covered (for reasons other than
exhaustion of benefils) and waiver of
liability under § 405,330 does not apply.
When payment is considered for cost
outliers, the coverage of services
throughout the stay will be reviewed. If
items and services are denied solely on
the basis of § 405.310 (g) or (k), the
inbility of the beneficiary for those
items and services is limited to an
amount which, when added to the
Medicare payment to the hospital
(before application of deductibles and
coinsurance), does not exceed the total
imount which would have been paid
\before application of deductible and
coninsurance) if all the services had
hieen viewed as covered.): and

(v) The customary charge differential
lor a private room or other luxury
service that is more expensive than is
medically required and is furnished for
lhe personal comfort of the beneficiary
il his or her request (or that of the
person acting on his or her behalf),

(2) Prohibited charges. A hospital may
not charge a beneficiary for any services
for which payment is made by
Medicare, even if the hosptial’s costs of
lurnishing services to that beneficiary
are greater than the amount the hospital
s paid under the prospective payment
svstem,

(c) Admissions and quality review,
Beginning on Octaber 1, 1984 a hospital
must have an agreement with a
Utilization and Quality Control Peer
Review Organization (PRO) 1o have its
admission patterns, length of stays,
'ransfers, services furnished in outlier
tuses, the validity of diagnostic
nformation, and the quality of its
services reviewed on an on-going bases.

(d) Medical review activities for
hospitals paid under the prospective
payment system,

(1) Admission pattern monitoring
(APM). HCFA will prepare a report
which compares a hospital's discharge
rale for a quarter-with the same
hospital's discharge rate for the previous
eight quarters. If the hospital's discharge
rate increases significantly, the report
will be sent to the medical review agent
for.analysis.

(i) The medical review agent, during
the course of its analysis, may request
information or records from the hospital,
and may conduct on-site medical record
review to determine if the increased
discharges reflected medically
necessary and appropriate admissions.

(i) If, as a result of analysis under
paragraph (d)(1)(i) of this section, the
medical review agent finds a pattern of
unnecessary or inappropriate
admissions, the medical review agent
will intensify medical review activities.

2) DRG validation, (i) The attending
physician must, shortly before, at or
shortly after discharge (but before a
claim is submitted), attest to in writing
the principal diagnosis, secondary
diagnoses, and names of procedures
performed.

(ii) The medical review agent will
review, every six months, at the
hospital, a random sample of discharges
for the previous six-month period, to
verify that the diagnostic and procedural
coding, used by the hospital for DRG
assignment, is substantiated by the
corresponding medical records.

(iii) If the diagnostic and procedural
information, attested to by the attending
physician, is found to be inconsistent
with the hospital’s coding or DRG
assignment, the hospitals’ coding will be
appropriately changed and payments
recalculated, based on the appropriate
DRG assignments,

(iv) If the information attested to by
the physician as stipulated under
paragraph (d)(2)(i} of this section is
found not to be correct, the medical
review agent will change the coding and
assign the appropriate DRG, based upon
the changed coding.

(e) Denial of payment as a result of
admissions and quality review.

(1) If HCFA determines, based upon
information supplied by a medical
review agent. that a hospital has
misrepresented admissions, discharge,
or billing information. or has taken an
action that results in the unnecessary
admission of an individual entitled to
benefits under Part A, unnecessary
multiple admissions of an individual. or
other inappropriate medical or other
practices with respect to beneficiaries or
billing for services funished to

beneficiaries, HCFA may as
appropriate—

(i) Deny payment (in whole or in part)
under Part A with respect to inpatient
hospital services provided with respect
to such an unnecessary admission or
subsequent readmission of an
individual; or

(ii) Require the hospital to take other
corrective action necessary to prevent
or correct the inappropriate practice.

(2) When payment with respect to
admission of an individual patient is
denied under paragraph (e)(1)(i) of this
section, and liability is not waived in
accordance with §§ 405.330 to 405.332—

(i) If the medical review agent is a
PRO, notice and appeals will be
provided under procedures established
by HCFA to implement the provisions of
sections 1155 of the Act, Right to
Hearing and Judicial Review.

(ii) If the medical review agent is a
PSRO, assuming review in accordance
with § 463.26(c)(1), notice and appeals
will be provided in accordance with
regulations in Part 473 of this chapter,
Hearings and Appeals on PSRO
determinations.

(iii) If, in the absence of a PRO or
PSRO, a fiscal intermediary acts as a
medical review agent, nolice and
appeals will be provided in gccordance
with regulations in Subpart G of this
part, Reconsiderations and Appeals

. under the Hospital Insurance Program.

(3) A determination made by HCFA
under paragraph [e)(1) of this section,
related to a pattern of inappropriate
admissions and billing practices that
have the effect of circumventing the
prospective payment system, shall be
effective at such time and upon such
reasonable notice to the public and to
the person furnishing the services
involved as specified in Part 420 of this
chapter. Such determination shall be
effective in the manner provided in
section 1866(b) (3) and (4) of the Act,
and regulations in Part 489 of this
chapter, with respect to lerminations of
agreements, and shall remain in effect
until HCFA finds and gives reasonable
notice to the public that the basis for
such determination has heen removed
#nd that there is reasonable assurance
that it will not recur.

{3) Any person furnishing services
described in paragraph (e)(1) of this
section who is dissatisfied with a
determination made by HCFA under
paragraph (e)(3) shall be entitled to
reasonable notice and opportunity for a
hearing thereon by HCFA to the same
extent as is provided in section 205(h) of
the Act and to judicial review of the
final decision after such hearing as is
provided in section 205(g).
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{4) HCFA will promptly notify each
State agency which administers or
supervises the administration of a State
plan approved under title XIX of the Act
of any determination made under the
provisions of paragraph (e)(3) of this
section,

(f) All inpatient hospital services
furnished either directly or under
arrangements. The applicable payments
mude under the prospective payment
system. as described in § 405477, are
payment in full for all inpatient hospital
services, as defined in § 409.10, other
than physicians’ services to individual
patients reimbursable on a reasonable
charge basis (in accordance with the
criteria of § 405.550(b}). Except as
provided in § 489.23 of this chapter,
HCFA will not pay any provider or
supplier other than the hospital for
services furnished to a beneficiary who
is an inpatient, except for physicians’
services reimbursable under
§ 405.550(b). The hospital must furnish
all necessary covered services to the
beneficiary either directly or under
arrangements (as defined in § 409.3).

{g) Reporting and recordkeeping
requirements. All hospitals participating
in the prospective payment system
under this section must meet the
recordkeeping and cost reporting
requirements of §§ 405.406 and 405.453.

§ 405,473 Basic methodology for
determining Federal prospective payment
rates.

(8) DRG clossification and weighting
factors.

(1) Diagnosis-related groups. HCFA
will establish a classification of
inpatient hospital discharges by
Diagnosis-Related Groups (DRGs).

(2} DRG weighting factors. HCFA will
assign an appropriate weighting factor
for each DRG that reflects the estimated
relative cost of hospital resources used
with respect to discharges classified
within that group conipared to
discharges classified within other
groups.

(3) Assignment of Discharges to
DRGs. HCFA will establish a
methodology for classifying specific
hospital discharges within DRGs that
ensures that each hospital discharge is
appropriately assigned to a single DRG
based on essential data abstracted from
the inpatient bill for that discharge.

(i) The classification of a particular
discharge will, as appropriate, be based
on the patient's age, sex, principal
diagnosis (that is, the diagnosis
established after study to be chiefly
responsible for causing the patient’s
admission to the hospital), secondary
diagnoses, procedures performed, and
discharge status.

(i) Each discharge will be assigned to
only one DRG (related, except as
provided in paragraph (a)(3)(iii) of this
section, to the patient’s principal
diagnosis) regardless of the number of
conditions treated or services furnished
during the patient's stay.

{iii) When the discharge data
submitted by a hospital show a surgical
procedure unrelated to a patient’s
principal diagnosis, the bill will be
returned to the hospital for validation
and reverification, HCFA's DRG
classification system will provide a
DRG, and an appropriate weighting
factor, for the group of cases for which
the unrelated diagnosis and procedure
are confirmed.

(4) Revision of DRG classification and
weighting factors. HCFA will adjust the
classifications and weighting factors
established under paragraphs {a) (1) and
(2] of this section, for discharges as
necessary, but at a8 minimum for fiscal
vear 1986 and at least every four fiscal
years thereafter, to reflect changes in
treatment patterns, technology, and
other factors which may change the
relative use of hospital resources.

(b) Federal rates for fiscal year 1984,

(1) General rule. HCFA will delermine
national adjusted DRG prospective
payment rates, for each inpatient
hospital discharge in fiscal year 1984
involving inpatient hospital services of a
hospital in the United States subject to
the prospective payment system under
§ 405.471, and will determine regional
adjusted DRG prospective payment
rates for such discharges in each region,
for which payment may be made under
Medicare Part A. Such rates will be
determined for hospitals located in
urban or rural areas within the United
States and within each such region,
respectively, as described in paragraphs
(b)(2) through (b)(11) of this section.

(2) Determining allowable individual
hospital costs. HCFA will determine the
Medicare allowable operating cosls per
discharge of inpatient hospital services
for each hospital in the data base for the
mos! recent cost reporting period for
which data are available.

(3) Updating for fiscal year 1984.
HCFA will update each amount
determined under paragraph (b)(2) of
this section for fiscal year 1984 by:

{i) Updating for fiscal year 1983 by the
estimated average rate of change of
hospital costs industry-wide between
the cost reporting period used under
paragraph (b)(2) of this section and
fiscal year 1983; and

(it) Projecting for fiscal year 1984 by
the applicable percentage increase (as
defined in § 405.463(c)(3)) for fiscal year
1984.

(4) Standardizing emounts. HCFA will
standardize the amount updated under
paragraph (b)(3) of this section for each
hospital by:

(i) Adjusting for area variations in
case mix among hospitals;

{ii) Excluding an estimate of indirect
medical education costs;

(iii) Adjusting for area variations in
hospital wage levels; and

(iv) Adjusting for the effects of a
higher cost of living for hospitals located
in Alaska and Hawaii.

(5) Compoting urban and rural
averages. HCFA will compute an
average of the standardized amounts
determined under paragraph (b)(4] of
this section for urban and rural hospitals
in the United States and for urban and
rural hospitals in each region.

(6) Geographic classifications. For
purposes of paragraph (b)(5) of this
section:

(i) The term “'region” means one of the
nine census divisions, comprising the
fifty States and the District of Columbia,
established by the Bureau of the Census
for statistical and reporting purposes.

(i) The term "urban area” means:

(A) A Metropolitan Statistical Area
(MSA) or New England County
Metropolitan Area (NECMA), as defined
by the Executive Office of Management
and Budget: or

(B} The following New England
counties, which are deemed to be urban
areas by section 601(g) of the Social
Security Amendments of 1983: Litchfield
County, Connecticut; York County,
Maine; Sagadahoc County, Maine;
Merrimack County, New Hampshire:
and Newport County, Rhode Island.

(iii) The term “‘rural area" means any
area outside an urban area.

(7) Adjusting the average
standardized amounts. HCFA adjusts
each of the average standardized
amounts determined under paragraphs
(b)(3) through (b)(5) of this section by
factors representing estimates made by
HCFA of:

(i) The estimated amoun! of Medicare
payment for nonphysician services lo
hospital inpatients that would have
been paid under Part B during the first
cost reporting period subject to
propsective payment were it not for the
fact that such services must be furnished
either directly by hospitals or under
arrangements in order for any payment
to be made under Medicare after
September 30, 1983 (the effective date of
§ 405.310{m)).

(ii) The estimated amount of FICA
taxes that would be incurred during the
first cost reporting period subject to the
propsective payment system, by
hospitals which had not incurred such
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texes for any or all of their employees
during the base period described in
paragraph [b)(2) of this section.

(8) Reducing for value of outlier
payments. HCFA reduces each of the
adjusted average standardized amounts
determined under paragraph (b)(3)
through (b}(7) of this section by a
proportion equal to the proportion
(estimated by HCFA) of the total
amount of payments based on DRG
prospective payment rates which are
additional payments for outlier cases
under § 405.475.

(9) Maintaining budget neutrality.
HCFA adjusts each of the reduced
standardized amounts determined under
paragraphs (b)(3) through (b)(8) of this
section as required for fiscal year 1984
so that the estimated amount of
aggregate payments made, excluding the
hospital specific portion (that is, the
total of the Federal portion of transition
payments, plus any adjustments and
special treatment of certain classes of
hospitals for Federal fiscal year 1984) is
not greater or less than 25 percent of the
payment amounts that would have been
pavable for the inpatient operating costs
for those same hospitals for fiscal year
1984 under the Social Security Act as in
effect April 19, 1983. The aggregate
payments considered under this
paragraph exclude payments for per
case review by a utilization and quality
control peer review organization, as
allowed under section 1866(a)(1)(F) of
the Act.

(10) Computing Federal rates for
urban and rural hospitals in the United
States and in each region. For each
discharge classified within a diagnosis-
related group, HCFA will establish a
national prospective payment rate and
will establish a regional prospective
payment rate for each region, each of
which is equal: :

(i) For hospitals located in an urban
area in the United States or in that
region respectively, to the product of—

(A) The adjusted average
standardized amount (computed under
paragraphs (b)(3) through (b)(9) of this
section) for hospitals located in an
urban area in the United States or that
region; and : =

(B) The weighting factor (determined
under paragraph (a)(2) of this section)
for that Diagnosis-Related Group; and

(ii) For hospitals located in a rural
area in the United States or in that
region respectively, to the product of—

(A) The adjusted average
standardized amount (computed under
paragraphs (b}(3) through (b)(9) of this
section) for hospitals located in a rural

area in the United States or that region;
and

(B) The weighting factor (determined
under paragraph (a)(2) of this section)
for that Diagnosis-Related Group.

(11) Adjusting for different wage
levels. HCFA will adjust the proportion
(as estimated by HCFA from time to
time) of Federal rates computed under
paragraph [b)(10) of this section which
are attributable to wages and labor-
related costs, for area differences in
hospital wage levels by a factor
(established by HCFA) reflecting the
relative hospital wage level in the
geographic area of the hospital
compared to the national average
hospital wage level.

(c) Federal rates for fiscal years after
Federal fiscal year 1984,

(1) General rule. HCFA will determine
a national adjusted prospective payment
ralte, for each inpatient hospital
discharge in a Federal fiscal year after
fiscal year 1984 involving inpatient
hospital services of a hospital in the
United States subject to the prospective
payment system under § 405.471, and
will determine a regional adjusted
prospective payment rate for such
discharges in each region, for which
payment may be made under Medicare
Part A. Each such rate will be
determined for hospitals located in
urban or rural areas within the United
States and within each such region
respectively, as described in paragraphs
(c)(2) through (¢)(6) of this section.

(2) Updating previous standardized
amounts.

(i) For fiscal year 1985, HCFA will
compute an average standardized
amount for each group of hospitals
described in paragraph (b)(5) of this
section (urban areas and rural areas
within the United States, and urban
areas and rural areas within each
region), equal to the respective adjusted
average standardized amount computed
for fiscal year 1984 under paragraph
(b)(7) of this section—

(A) Increased for fiscal year 1985 by
the applicable percentage increase
under § 405.463(c);

(B) Adjusted by the estimated amount
of Medicare payment for nonphysician
services furnished to hospital inpatients
that would have been paid under Part B
were it not for the fact that such
services must be furnished either
directly by hospitals or under
arrangements;

(C) Reduced by a proportion equal to
the proportion (estimated by HCFA) of
the total amount of prospective
payments which are additional payment

amounts attributable to outlier cases
under § 405.475; and

(D) Adjusted for budget neutrality
under paragraph (¢)(4) of this section.

{ii) For fiscal year 1986 and thereafter,
HCFA will compute an average
standardized amount for each group of
hospitals described in paragraph (b)(5)
of this section, equal to the respective
adjusted average standardized amounts
computed for the previous fiscal year—

(A) Increased by the applicable
percentage increase determined under
paragraph (c)(3) of this section; and

(B) Adjusted by the estimated amount
of Medicare payment for nonphysician
services furnished to hospital inpatients
that would have been paid under Part B
were it not for the fact that such
services must be furnished either
directly by hospitals or under
arrangements.

(C) Reduced by a proportion equal to
the proportion (estimated by HCFA) of
the amount of payments based on the
total amount of prospective payments
which are additional payment amounts
attributable to outlier cases under
§ 405.475.

(3) Determining applicable percentage
changes for fiscal year 1986 and
following. The Secretary will determine
for each fiscal year (beginning with
fiscal year 1986) the applicable
percentage change which will apply for
purposes of paragraph (c)(2)(ii) of this
section as the applicable percentage
increase for discharges in that fiscal
year, and which will take into account
amounts the Secretary believes
necessary for the efficient and effective
delivery of medically appropriate and
necessary care of high quality. In
making this determination, the Secretary
will consider the recommendations of
the Prospective Payment Assessment
Commission.

(4) Mainteining budget neutrality for
fiscal year 1985. For fiscal year 1985,
HCFA will adjust each of the reduced
standardized amounts determined under
paragraph [c)(2) of this section as
required for fiscal year 1985 to ensure
that the estimated amount of aggregate
payments made, excluding the hospital-
specific portion (that is, the total of the
Federal portion of transition payments,
plus any adjustments and special
treatment of certain classes of hospitals
for fiscal year 1985) is not greater or less
than 50 percent of the payment amounts
that would have been payable for the
inpatient operating costs for those same
hospitals for fiscal year 1985 under the
law as in effect on April 19, 1983. The
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aggregate payments considered under
this paragraph exclude payments for per
case review by a utilization and quality
control peer review organization, as
allowed under section 1866{a)(1)(F) of
the Act.

(5) Computing Federal rates for urban
and rural hospitals. For each discharge
classified within a Diagnosis-Related
Group, HCFA will establish for the
fiscal year a national prospective
payment rate and will establish a
regional prospective payment rate, for
each region, each of which is equal—

(i) For hospitals located in an urban
area in the United States or that region
respectively, to the product of—

{A) The adjusted average
standardized amount (computed under
paragraph (c)(2) of this section) for the
fiscal year for hospitals located in an
urban area in the United States or that
region; and

{B) The weighting factor (determined
under paragraph (a)(2) of this section)
for that diagnosis-related group; and

(ii) For hospitals located in a rural
area in the United States or that region
(respectively), to the product of—

{A) The adjusted average
standardized amount (computed under
paragraph (c)(2) of this section) for the
fiscal year for hospitals located in a
rural area in the United States or that
region; and

(B) The weighting factor (determined
under paragraph {a)(2) of this section)
for that diagnosis-related group.

(8) Adjusting for different area wage
levels. HCFA will adjust the proportion
(as estimated by HCFA from time to
time) of Federal rates computed under
paragraph (c)(5) of this section which
are attributable to wages and labor-
related costs, for area differences in
hospital wage levels by a factor
(established by HCFA) reflecting the
relative hospital wage level in the
geographic area of the hospital
compared to the national average
hospital wage level.

§ 405.474 Determination of transition
period payment rates.

(a) General description. (1) Transition
period. During the initial three-year
transition period, payments to all
hospitals paid under the prospective
payment system will be based on a
combination of the Federal prospective
payment rates, as determined under

§ 405473, and rates based on each
hospital-specific rate as determined
under paragraph {b) of this section. For

the first two years of the transition
period, both portions of the payment
rates will also be adjusted to ensure
budget neutrality. At the end of the
transition period (that is, for cost
reporting periods beginning on or after
October 1, 1986), payments will be
based on the national prospective
payment rates determined under

§ 405.473, except for payments which
may be made under the specific
treatment provisions of § 405.476.

(2) Payment amounts based on the
hospital-specific portion and the
Federal portion. For discharges
occurring in cost reporting periods
beginning on or after October 1, 1883
und before October 1, 1986, the
Medicare transition payment rate for a
particular covered discharge will equal
a blend of the applicable portion of the
hospital-specific rate, as determined
under paragraph (b) of this section, plus
the applicable portions of the Federal
national and regional prospective
payment rates, as described in
paragraph (a)(3) of this section, and
summarized in the Table. Payments to
new hospitals will be based on the
Federal national and regional
prospective payment rates, as described
in paragraph (a)(4) of this section.

(3) Amount of blended portions. The
blend of hospital-specific and Federal
portions will be as follows:

(i) For cost reporting periods
beginning on or after October 1, 1983
and before October 1, 1984—

(A) 75 percent of the hospital-specific
rate; and

(B) 25 percent of the appropriate
Federal prospective payment rate.

(ii) For cost reporting periods
beginning on or after October 1, 1984 -
and before October 1, 1885—

(A) 50 percent of the hospital-specific
rate;

(B) 50 percent of the appropriate
Federal prospective payment rate.

(iii) For cost reporting periods
beginning on or after October 1., 1985,
and before October 1, 1986—

{A) 25 percent of the hospital-specific
rate;

(B) 75 percent of the appropriate
Federal prospective payment rate.

(iv) The appropriate Federal
prospective payment rate is a combined
regional and national rate and changes
with the Federal fiscal year. Beginning
October 1, 1984, the combined rate is 75
percent regional and 25 percent
national. Beginning October 1, 1985, the
combined rate is 50 percent regional and
50 percent national. Effective October 1,
1986, the Federal prospective payment
rate is 100 percent national.

TABLE—SUMMARY OF HOSPITAL-SPECIFIC AND
FEDERAL PORTMON PERCENTAGES FOR De-
TERMINING TRANSITION PAYMENT RATES

Cost reparing penod begnnng
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combined natonal or regonal VO?KMWN;:&'?

appropriale, as delermned under
fscal yoar in which the discharge

(4) Blended portions for new
hespitals. The prospective payment
rates for new hospitals will be a blend
of the Federal regional and national
rates as follows:

(i) For discharges occurring on or after
October 1, 1983 and before October 1,
1984, the prospective payment will equal
the appropriate Federal regional rate.

{ii) For discharges occurring on or
after Oclober 1, 1984 and before October
1, 1985—

{A) 75 percent of the appropriate
Federal regional prospective payment
rate; and

(B) 25 percent of the appropriate
Federal national rate.

(iii) For discharges occurring on or
after October 1, 1985 and before October
1, 1986—

(A) 50 percent of the appropriate
Federal regional; prospective payment
rate; and

(B) 50 percent of the appropriate
Federal national prospective payment
rale.

(b) Determining the hospital-specific
rate, (1) Base-year costs.

(i) For each hospital, the intermediary
will estimate the hospital's Medicare
Part A allowable inpatient operating
costs, as described in § 405.470[b)(3). for
the 12-month or longer cost reporting
period ending on or after September 30,
1982 and before September 30, 1983.

(i) If the hospital's last cost reporting
period ending before September 30, 1983
is for less than 12 months, the base
period will be the hospital’s most recen!
12-month or longer cost reporting period
ending before such short-period report.
with an appropriate adjustment for
inflation. (See paragraph (c) of this
section for rules applicable to new
hospitals.)

(iii) The intermediary will use the best
data available at the time in estimating
each hospital's base-year costs.

(A) Higher costs that were incurred
for purposes of increasing base year
costs, or that have the effect of
distorting base year costs as an




Federal Register / Vol. 48, No. 171 / Thursday, September 1, 1983 / Rules and Regulations

39825
-

appropriate basis for computing the
hospital-specific rate, or higher costs
that result from changes in hospital
accounting principles initiated in the
base year will be excluded from base
year costs for purposes of this section.

(B) A hospital that becomes subject to
the prospective payment system
beginning on or after October 1, 1983
and before November 16, 1883, may, up
to November 185, 1983, have its base
period cost per case recomputed, either
at the hospital's request or the
intermediary’s initiative, to take into
account inadvertent omissions in its
previous submissions to the
intermediary related to changes made
by the prospective payment legislation
for the purpose of determining base
period costs. Such omissions pertain to
adjustments to exclude capital-related
costs and the direct medical education
costs of approved educational activities
and to adjustments specified in
paragraph (b)(1)(iii)(A) and (b)(2)(ii) of
this section.

(iv) The intermediary’s estimate of
base-year costs is final and may not be
changed except as follows:

(A) To correct mathematical errors of
calculations. The hospital must report
such errors of calculations to the
intermediary within 90 days of the
intermediary’s notification to the
hospital of the hospital's payment rates.
The intermediary may also identify such
errors and initiate their correction
during this period. The intermediary will
either make an appropriate adjustment
or notify the hospital that no adjustment
s warranted within 30 days of receipt of
the hospital's report of an error.
Corrections of errors of calculations will
be effective with the first day of the
hospital’s first cost reporting period
subject to the prospective payment
system,

(B) To take into account a successful
appeal relating to base period costs. If a
hospital successfully contests a
disallowance of costs incurred in its
base year, the intermediary will
recalculate the hospital's base year
tosts, incorporating the additional costs
recognized as allowable as a result of
the appeal, Adjustments to base period
costs to take into account such
previously disallowed costs will be
effective with the first day of the
hospital's first cost reporting period
beginning on or after the date of the
#ppeal decision. The hospital's revised
base period costs will not be used to
recalculate the hospital-specific portion
is determined for fiscal years beginning
before the date of the appeal decision.

{c) To exclude costs that were
unlawfully claimed as determined as a
result of eriminal conviction, imposition

of a civil money penalty or assessment,
a civil judgment under the False Claims
Act (31 US.C. 3729-3731), or &
proceeding for exclusion from the
Medicare program. In addition to
adjusting base year costs, HCFA will
recover both the excess costs
reimbursed for the base period and the
additional amounts paid due to the
inappropriate increase of the hospital-
specific portion of the hospital's
trapsition payment rates. The amount to
be recovered will be computed based on
the final resolution of the amount of the
inappropriate base-year costs.

(v) Except as provided in paragraphs
(b)(1)(iii)(B) and (b)(1)(iv) of this section,
the intermediary’s estimate of base-year
costs for purposes of determining the
hospital-specific portion is final, and
may not be changed after the first day of
the first cost reporting period beginning
on or after October 1, 1983.

(2) Adjustments to base-year cost.

(i) The intermediary will adjust the
hospital's estimated base year inpatient
operating costs, as necessary, to
eliminate nursing differential costs (as
described in § 405.430), direct medical
education costs (as described in
§ 405.421), capital-related costs (as
described in § 405.414), and kidney
acquisition costs incurred by hospitals
approved as renal transplantation
centers (as described in § 405.476(h)).
Kidney acquisition costs in the base
year will be determined by multiplying
the hospital's average kidney
acquisition cost per kidney times the
number of kidney transplants covered
by Medicare Part A during the base
period. Malpractice insurance costs will
be included in the inpatient operating
costs, as described in § 405.452.

{ii) A hospital may request the
intermediary to further adjust its
estimated base period costs to take into
account—

(A) Services paid for under Medicare
Part B during the hospital's base year
that will be paid for under prospective
payments. The base year costs may be
increased to include estimated
gaymenls for certain services previously

illed as physicians' services before the
effective date of § 405.550(b), and
estimated payments for nonphysicians’
services that were not furnished either
directly or under arrangements before
October 1, 1983 (the effective date of
§ 405.310(m)), but may not include the
costs of anesthetists services for which
a physician employer continues to bill
under § 405.553(b)(4).

(B) The payment of FICA taxes during
cost reporting periods subject to the
prospective payment system, if the
hospital had not paid such taxes for all
its employees during its base period and

will be required to participate effective
January 1, 1984,

(iii) If a hospital requests its base
period costs to be adjusted under

.paragraph (b)(2)(ii) of this section, it

must timely provide the intermediary
with sufficient documentation to justify
the adjustment and adequate data to
compute the adjusted costs. The
intermediary will determine whether to
use part or all of the data based on
audit, survey, and other information
available.

(3) Costs on a per discharge basis.
The intermediary will determine the
hospital’s estimated adjusted base year
operating cost per discharge by dividing
the total adjusted operating costs by the
number of discharges in the base period.

(4) Case-mix adjustment. The
intermediary will divide the adjusted
base year costs by the hospital's 1981
case-mix index. If the hospital's case-
mix index is statistically unreliable {as
determined by HCFA), the hospital's
base year costs will be divided by the
lower of:

(i) The hospital's estimated case-mix
index; or

(ii) The average case-mix index for
the appropriate classifications of all
hospitals subject to cost limits,
established under § 405.460 for cost
reporting periods beginning on or after
October 1, 1982 and before October 1,
1983,

(5) Outlier adjustment. The
intermediary will reduce the case-mix
adjusted base year costs by a
percentage equal to the proportion
(estimated by HCFA) of the amoun! of
payments based on prospective
payment rates that will be.additional
payments for outlier cases under
§ 405.475.

(6) Updating base year costs.

(i) For Federal fiscal year 1984. The
case-mix adjusted base year cost per
discharge will be updated by the
applicable updating factor (that is, the
target rate percentage determined undei
§ 405.463(c)), as adjusted for budget
neutrality.

(ii) For Federal fiscal year 1985. The
amount determined under paragraph
(b)(8)(i) of this section will be updated
by the applicable updating factor, as
adjusted for budget neutrality.

(iii) For Federal fiscal year 1986. The
amount determined under paragraph
(b)(6)(ii) of this section will be updated
by the applicable updating factor, that
is, the target rate percentage determined
under § 405.463(c).

(7) Budget neutrality.

(i) Federal Fiscal year 1984. For cost
reporting periods beginning on or after
October 1, 1983 and before October 1,
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1984, HCFA will adjust the target rate
percentage used under paragraph (b)(8)
of this section by a factor actuarially
estimated to ensure that the estimated
amount of aggregate Medicare psyments
made based on the hospital-specific
portion of the transition payment rates
are neither greater nor less than 75
percent of the payment amounts that
would have been payable for the
inpatient operating costs for those same
hospitals for fiscal year 1984 under the
law in effect before April 20, 1983

(i) Pederal fiscal year 1885. For cost
reporting periods beginning or or after
October 1, 1984 and before October 1,
1985, HCFA will adjust the target rate
percentage used under paragraph (b){6)
of this section by a factor actuarially
estimated to ensure that the estimated
amounts of aggregate Medicare payment
made based on the hospital-specific
portion of the transition payment rates
are neither greater nor less than 50
percent of the payment amounts that
would have been payable for the
inpatient operating costs for those same
hospitals for fiscal year 1985 under the
Social Security Act as in effect on April
19, 1983.

(8) DRG adjustment. The applicable
hospital-specific cost per discharge will
be multiplied by the appropriate DRG
weighting factor to determine the
hospital-specific base payment amount
[target amount) for a particular covered
discharge.

{¢) Determining transition payment
rates for new hospitals, (1) For purposes
of this section, a new hospital is a
hospital that:

(i) Is newly participating in the
Medicare program (under previous and
present ownership); and

{ii) Does not have a 12-month cost
reporting period ending before
September 30, 1983,

(2) For purposes of computing
{ransition payment rates for a new
hospital, HCFA will not use the hospital-
specific portion of the prospective
payment rate. Payments to new
providers will be based solely on the
Federal regional and national
prospective payment rates, as described
in paragraph (a)(4) of this section.

{d) Recovery of excess transition
period payment amounts resulting from
unlawful claims. If a hospital's base
year costs, as estimated for purposes of
determining the hospital-specific
portion, are determined, by criminal
conviction or imposition of a civil
money penalty or assessment, to mclude
costs that were unlawfully claimed, the
hospital's base period costs will be
adjusted to remove the effect of the
excess costs, and HCFA will recover
both the excess costs reimbursed for the

base period and the additional amounts
paid due to the inappropriate increase of
the hospital-specific portion of the
hospital's transition payment rates.

£ 405475 Payment for outlier cases.

(@) General rule. HCFA will provide
for additional payment, approximating a
hospital's marginal cost of care beyond
thresholds specified by HCFA, to a
hospital for covered inpatient hospital
services furnished to a Medicare
beneficiary if—

(1) The beneficiary’s length of stay
(including days at the SNF level of care
if a SNF bed is not available in the area)
exceeds the mean length of stay for the
applicable DRG by the lesser of—

(i) A fixed number of days, as
specified by HCFA; or

(i) A fixed number of standard
deviations, as specified by HCFA:

(2) The beneficiary's length of stay
does not exceed criteria established
under paragraph (a)(1) of this section,
but the hospital's charges for covered
services furnished to the beneficiary,
adjusted to cost by applying a national
cost/charge ratio, exceed the greater
of—

(i) A fixed dollar amount (udjusted for
area wage levels) as specified by HCFA:
or

(i) A fixed multiple of the Federal
prospective payment rate. During the
transition period, the Federal rate is a
combination of the national rate and
regional rate as follows:

Feoursl teoal your [ngw rate i Naticnal rate

el

October 1. 1663 !

- 100 |
October 1, 1988 - 1 % 25
Ociobor 1, 19856 . 0 0
Octoter 1, 1966 o ; 100
.2  Lad

(b} Publication and revision of outlier
criteric. HCFA will issue threshold
criteria for determining outlier payment
in the annual notice of prospective
payment rates published in accordance
with § 405.470(f).

(c) Payment for extended length of
stay (day oatliers). (1) If the hospital
stay reflected by a discharge includes
covered days of care beyond the
applicable threshold criterion, the
intermediary will make an additional
payment, on a per diem basis, to the
provider for those days. A special
request or submission by the hospital is
not necessary to initiate this payment.

(2) The additional payment will be
made only after the medical review
agent has reviewed and approved:

(1) The admissiom

(ii) The number of outlier days: and

(it} The validity of the diagnostic and
procedural coding.

(3) The per diem payment made under
paragraph (c)(1) of this section will be
based on 60 percent of the average pet
diem payment for the applicable DRG.
as determined by dividing the Federal
prospective payment rate as determined
under § 405.475{a)(2){ii) by the mean
length of stay for that DRG.,

{4) Any days in the stay identified as
noncovered will reduce the number of
days reimbursed at the day outlier rate
but not to exceed the number of days
which occur after the day outlier
threshold.

{d) Payment for extraordinarily high
cost cases [cost outliers).

(1) A hospital may request its
intermediary to make an additional
payment for inpatient hospital services
that meet the criteria established in
accordance with paragraph (a)(2) of this
section,

(2) The hospital must request
additional payment within 60 days of
receipt of the intermediary’s initiul
determination of the prospective
payment rate for the discharge.

(3) The hospital must request medical
review agent review and approval of all
services. The review, using the medical
records and itemized charges will
determine that:

(i) The admission was medically
necessary and appropriate,

{ii) All services were medically
necessary and delivered in the most
appropriate selting,

(iii) All services were actually
rendered, ordered by the physician. and
not duplicatively billed, and

(iv) The diagnostic and procedural
coding are correct.

(4) The intermediary will base the cos!
of the discharge on 72 percent of the
billed churges for covered inpatien!
services. The cost will be further
adjusted to exclude an estimate of
indirect medical education costs, and to
include the reasonable charges for
nonphysician services billed by an
outside supplier under § 489.23.

(5) ¥ any of the services are
determined to be noncovered, the
charges for these services will be
deducted from the requested amount ol
reimbursement but not to exceed the
amount claimed above the cost outlier
threshold,

(8) The additional payment amount
will be 60 percent of the difference
between the hospital's adjusted cost for
the discharge (as determined under

‘paragraph (d){3) of this section) and the

threshold criteria established under
paragraph (a)(2) of this section,

(e) Relation to indirect medical
education costs, The outlier payment
amounts will be included in total DRG
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revenue for purposes of determining
peyments for indirect medical education
costs under § 405.477(d)(2).

405.476 Treatment of sole community
:wwltdl. Christian Science sanitoria,
cancer hospitals, referral centers, and
kidney acquisition costs incurred by
hospitals approved as renal transplantation
centers,

(a) General rules.

(1) Sole community hospitals. HCFA
may adjust the prospective payment
rates determined under §§ 405.473 or
405.474 if a hospital, by reason of factors
such as isolated location, weather
conditions, travel conditions, or absence
of other hospitals, is the sole source of
inpatient hospital services reasonably
available in a geographic area to
Medicare beneficiaries. If a hospital
meets the criteria for such an exception
under paragraph (b) of this section, its
prospective payment rates will be
determined under paragraph (c) of this
section.

(2) Christian Science Sanitoria, HCFA
will adjust the prospective payment
rates determined under §§ 405.473 or
405.474 if a hospital is a Christian
Science sanitorium. Such a sanitorium’s
prospective payment rates will be
determined in accordance with
paragraph (e} of this section.

(3) Hospitals involved extensively in
treatment for and research on cancer.
HCFA may adjust the prospective
payment rates determined under
§§ 405.473 and 405.474 if a hospital is
involved extensively in treatment for
and research on cancer. Criteria for
identifying such hospitals are set forth
at paragraph (f) of this section.

(4) Referral center, HCFA may make
an adjustment to the prospective
payment rates determined under
$% 405,473 and 405.474 if a hospital acts
es a referral center for patients
transferred from other hospitals. Criteria
for identifying such referral centers are
set forth at paragraph (g) of this section.

(5) Kidney acquisition costs incurred
by hospitals approved as renal
transplantation centers. HCFA will pay
for kidney acquisition costs incurred by
renal transplantation centers on a
reasonable cost basis. The criteria for
this special payment provision are set
lorth at paragraph (h) of this section.

(b) Requests and criteria for
classification as a sole community
hospital (SCH).

(1) Request for classification. A
hospital may request classification as a
sole community hospital according to
the following procedures:

[) The hospital must make its request
lo its fiscal intermediary.

(ii} The intermediary will review the
request and will send the request, with
its recommendation, to HCFA.

(iii) HCFA will review the request and
the intermediary's recommendation and
forward its approval or disapproval to
the intermediary.

(iv) An approved classification as a
sole community hospital will remain in
effect without need for reapproval
unless there is a change in the
circumstances under which the
classification was approved.

(2) For purposes of paragraph (b)(3) of
this section: $

{i) The term “urban area" means:

(A) A Metropolitan Statistical Area
(MSA) or New England County
Metropolitan Area (NECMA), as defined
by the Executive Office of Management
and Budget; or

(B) The following New England
counties, which are deemed to be urban
areas: Litchfield County, Connecticut;
York County, Maine; Sagadahoc County,
Maine; Merrimack County, New
Hampshire; and Newport County, Rhode
Island.

(ii) The term “rural area" means any
area outside an urban area.

(3) Criteria for classification as a sole
community hospital.

(i) A hospital that has been granted an
exemption from the hospital cost limits
under § 405.460(e)(1) on or before
September 30, 1983 will be automatically
classified as a sole community hospital
under the prospective payment system
unless the hospital's classification has
been cancelled under paragraph (b){6) of
this section or unless the area in which
the hospital is located has been
designated as an urban area.

(ii) A hospital will be classified as &
sole community hospital if it is located
in a rural area: and

(A) The hospital is located more than
50 miles from other like hospitals; or

(B) The hospital is located between 25
and 50 miles from other like hospitals
and, either no more than 25 percent of
the residents in the hospital's service
area are admitted to the other like
hospilals for care, or because of local
topography or periods of prolonged
severe weather conditions, the other like
hospitals are inaccessible for at least
one month out of each year; or

(C) The hospital is located between 15
and 25 miles from other like hospitals
but because of local topography or
periods of prolonged severe weather
conditions, the other like hospitals are
inaccessible for at least one month out
of each year.

(4) The term "miles" as used in this
section means the distance in miles
measured over improved roads. An
improved road for this purpose is any

road which is maintained by a local,
State, or Federal government entity and
which is available for use by the general
public.

(5) The term "like hospital”, as used in
this section, means hospitals furnishing
short-term, acute care. HCFA will not
evaluate comparability of specialty
services in making determinations on
SCH classification.

(8) Cancellation of classification.

(i) A hospital may request to have its
classification as a sole community
hospital cancelled at any time, and to be
paid rates determined under §§ 405.473
or 405.474, as appropriate.

(ii) If a hospital requests to have its
sole community hospital classification
cancelled, it may not apply later for
reclassification as a sole community
hospital unless all hospitals within 50
miles of the facility have closed.

(c) Determining prospective payment
rates for sole community hospitals. For
all cost reporting periods beginning on
or after October 1, 1983, the prospective
payment rates for sole community
hospitals will equal 75 percent of the
hospital-specific base payment rate (as
determined under § 405.474(b)) plus 25
percent of the appropriate regional
prospective payment rate (as
determined under § 405.473).

(d) Additional payments to sole
community hospitals experiencing o
significant volume decreose during the
transition period.

(1) For cost reporting perlods
beginning on or after October 1, 1983
and before October 1, 1986, HCFA will
provide for a payment adjustment for a
sole community hospital in any cost
reporting period during which the
hospital experiences, due to
circumstances as described in
paragraph (d)(2) of this section, more
than a 5 percent decrease in its total
discharges of inpatients as compared to
its immediately preceding cost reporting
period.

{2) To qualify for a payment
adjustment due to a decrease in
discharges, a sole community hospital
must—

{i) Submit documentation to the
intermediary demonstrating the size of
the decrease in discharges, and the
resulting effect on per discharge costs;
and

(ii) Show that the decrease is due to
extraordinary circumstances beyond the
hospital's control. Such circumstance
include unusual situations or
occurrences externally imposed on the
hospital, such as (but not limited to)
strikes, fires, earthquakes, floods,
inability to recruit essential physician
staff, unusual prolonged severe weather
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conditions, or similar unusual
ocourrences with substantial cost
effects,

(3) HCFA will determine a per
discharge payment adjustment amount,
including at least an amount reflecting
the reasonable cost of maintaining the
hospital's necessary core staff and
services, based on—

(i) The individual hospital's needs and
pircumstances, including minimum
staffing requirements imposed by State
agencies;

{ii) The hospital's fixed (and semi-
fixed) costs, other than those costs
reimbursed on a reasonable cost basis
under this subpart; and

(iii) The length of time the hospital has
experienced a decrease in utilization.

(e) Determining prospective payment
rates for Christian Science sanitoria,

(1) General rule. If a Christian Science
Sanitorium is not excluded from the
prospective payment system under
§ 405.471, HCFA will pay for inpatient
hospital services furnished to a
beneficiary by that sanitorium on a
basis of a predetermined fixed amount
per discharge based on the sanitorium's
historical inpatient operating costs per
discharge.

(2} Prospective payment rates. For
cos! reporting periods beginning on or
after October 1, 1983, the sanitorium's
prospective payment rate will be equal
to the amount that would constitute the
sanitorium’s target amount under
§ 405.463(c)(4) if the institution were
subject to the rate of increase ceiling at
405.463 instead of the prospective
payment system, This amount will not
be adjusted for the DRG weighting
factor.

(8) Outlier payments. A Christisn
Science sanitorium is not eligible for
outlier payments under § 405.475.

(f) Cancer hospitals

(1) Criteria for classification. HCFA
will consider a hospital's request for an
adjustment to a cancer hospital's
prospeclive payment rates only if the
hospital—

(i) Was recognized as a
comprehensive cancer center or clinical
cancer research center by the National
Cancer Institute of the National
Institutes of Heslth as of April 20, 1983;

{1i) Demonstrates that the entire
facility is organized primarily for
treatment of and research on cancer;
and

{iii) Has a patient population such that
al least B0 percent of the hospital's total
discharges are in Diagnosis-Related
Croups incorporating & finding of cancer
in the principal diagnosis (that is, the
condition established after study to be
chiefly responsible for occasioning the
admission of the patient to the hospital).

(2) Payment.

(i) A hospital meeting the criteria in
paragraph (f)(1) of this section may
elect, during its first cost reporting
period subject to the prospective
payment system, to be reimbursed on a
reasonable cost basis under this
subpart, subject to the rate of increase
limit under § 405.463.

(i1) If the hospital elects reasonable
cost reimbursement under paragraph
(F)(2)() of this section, it will continue to
be reimbursed on that basis until it
elects to enter !he prospective payment
system.

{iii) A hospital that does not elect
reasonable cost reimbursement under
paragraph (f)(2){i) of this section before
the end of its first cost reporting period
subject to prospective payment, or that
elects to enter the prospective payment
system under paragraph (f)(2)(ii) of this
section, may no! again apply foran -
adjustment under this paragraph.

(g) Referral centers.

(1) Criteria. HCFA will consider &
hospital's request for a referral center
adjustment to the hospital’s prospective
pavment rates only if the hospital is an
acute care hospital that has a provider
agreement under Part 489 of this chapter
to participate in Medicare as a hospital;
and

(i) Is located in a rural area (as
defined in § 405.473(b){6)) and has 500 or
more beds available for use; or

{ii) Has an inpatient population such
that at least 60 percent of all Medicare
patients reside out-of-state or more than
100 miles from the hospital (whichever
is further), and at least 60 percent of all
the services it furnishes to beneficiaries
are furnished to beneficiaries who
reside either out of the State or 100 miles
or more from the hospital, whichever is
further.

{2) Payments to rural referral centers
with 500 or more beds. A hospital that
meets the criteria of paragraph (g)(1)(i)
of this section will be paid prospective
payments per discharge based on the
applicable urban payment rates as
determined in accordance with § 405.473
(b)(10) or (c)(7). as adjusted by the
hospital's area wage index.

(h) Adjustments for renal
transplantation centers.

HCFA will adjus! the prospective
payment! rates determined under
§ § 405.473 and 405,474 for hospitals
approved as renal transplantation
centers (described at § § 405.2170 and
405.2171) to remove the estimated net
expenses associated with kidney
acquisition. Kidney acquisition cosls
will be treated apart from the
prospective payment rate and
reimbursement to the hospital will be
adjusted in each reporting period to

reflect an amount necessary o
compensate the hospital for reasonable
expenses of kidney acquisition.
Expenses recognized under this section
include costs of acquiring a kidney, from
a live donor or a cadaver, irrespective of
whether the kidney was obtained by the
hospital or through an organ
procurement agency. These costs
include—

(1) Tissue typing, including tissue
typing furnished by independent
laboratories:

{2) Donor and recipient evaluation;

(3) Other costs associated with
excising kidneys, such as donor genera!
routine and special care services:

(4) Operating room and other
inpatient ancillary services applicable to
the donor;

(5) Preservation and perfusion costs:

(6) Charges for registration of
recipient with a kidney transplant
registry;

(7) Surgeons' fees for excising cadaver
kidneys:

(8) Transportation:

(9) Costs of kidneys acquired from
other providers or kidney procurement
organizations;

{10) Hospital costs normally classified
as outpatient costs applicable to kidney
excisions (services include donor and
donee tissue typing, work-up, and
related services furnished prior to
admission);

(11) Costs of services applicable to
kidney excisions which are rendered by
residents and interns not in approved
teaching programs; and

(12) All pre-admission physicians
services, such as laboratory,
electroencephalography, and surgeon
fees for cadaver excisions, applicable to
kidney excisions including the costs of
physicians services,

§405.477 Payments o hospitals under the
prospective payment system.

(a) Total Medicare payment. Under
the prospective payment system
Medicare's total payment for inpatient
hospital services furnished to a
Medicare beneficiary by a hospital will
equal the sum of the payments listed in
paragraphs (b), (c), and (d) of this
section, reduced by the amounts listed
in paragraph (e) of this section.

(b) Payments determined on a per
case basis. A hospital will be paid on a
per case basis the following amounts:

(1) The appropriate prospective
payment rate for each discharge as
determined in accordance with
§8§ 405.473, 405.474, and 405.476;

(2) The appropriate outlier payment
amounts determined under § 405.475.
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(0) Payments determined on a
reasonable cost basis—(1) Capital-
related costs. Payment for capital-
related costs (as described in § 405.414)
will be determined on a reasonable cost
basis. For cost reporting periods
beginning before October 1, 1988, the
capital-related costs for each hospital
must be determined consistently with
the treatment of such costs for purposes
of determining the hospital-specific
portion of the hospital’s prospective
payment rate under § 405.474(b).

(2) Direct medical education costs.
Payment for the cost of approved
medical educational activities as
defined in § 405.421 will be made on a
reasonable cost basis (except with
respect to activities defined in
§ 405.421(d)). For cos! reporting periods
beginning prior to October 1, 1986, the
costs of medical education must be
determined consistently with the
treatment of such costs for purposes of
determining the hospital-specific portion
of the transition payment rate in
§ 405474,

(d) Additional payments—(1) Bad
debts. An additional payment will be
made to each hospital in accordance
with § 405.420 for bad debts attributable
to deductible and coinsurance amounts
related to covered services received by
beneficiaries.

(2) Indirect medical education costs.

(i) An additional payment may be
made to a hospital for indirect medical
education costs attributable to an
approved graduate medical education.

(ii) To determine the indirect medical
education costs, HCFA will determine
for each hospital its:

{A) Ratio of full-time equivalent
interns and residents to beds, excluding
those interns and residents in
anesthesiology who are employed to
replace anesthetists;

(B) Total revenue based on DRG-
adjusted prospective payment rates (for
transition period payments, the Federal
portion of the hospital's payment rates],
including outlier payments determined
under § 405.475.

(iii) Based on a comparison of the
inpatient operating costs (as defined in
§ 405.470(b)(3)) of all hospitals, HCFA
will determine a factor, expressed as a
percentage, representing the effect of
teaching activity on operating costs in
the same manner as for the limit on
hospital inpatient operating costs in
effect on January 1, 1983, and will set an
education adjustment factor at twice
that percentage.

(iv) Each hospital's indirect medical
education payment will be determined
by multiplying its:

(A) Taotal DRG revenue, as determined
under paragraph (d)(2)(ii}{B) of this
section;

(B) A factor representing each 0.1
increase in the hospital’s ratio of full-
lime equivalent interns and residents to
beds, as determined under paragraph
(d)(2)(ii)(A) of this section; and

(C) The education adjustment factor
determined under paragraph (d)(2)(iii} of
this section.

{v) The number of full-time equivalent
interns and residents under paragraph
(d){2)(ii)(A) will include only interns and
residents in teaching programs approved
under § 405.421 (excluding those
employed by the hospital, but furnishing
services at another site), and will equal
the sum of:

(A) Interns and residents employed
for 35 hours or more per week; and

(B) One half of the total number of
interns and residents working less than
35 hours per week (regardless of the
number of hours worked),

(e) Reductions to total payments—{1)
Deductible and Coinsurance. Subject to
paragraph (e)(2) of this section, the total
Medicare payments otherwise payable
to a hospital will be reduced by the
applicable deductible and coinsurance
amounts related to inpatient hospital
services as determined in accordance
with §§ 400.82, 409.83, and 409.87,

(2) Payment by Workers'
Compensation, Automobile Medical,
No-fault or Liability Insurance or an
employer Group Health Plan Primary to
Medicare. If workers' compensation,
automobile medical, no-fault, or liability
insurance or an employer group health
plan which is primary to Medicare pays
in full or in part, the Medicare payment
will be determined in accordance with
the following guidelines:

(i) If workers compensation pays. in
accordance with the applicable
provisions of §§ 405.316 through 405.321.

(ii) If automobile medical, no-fault, or
liability insurance pays, in accordance
with the applicable provisions of
§§ 405.322 through 405.325.

(iii) If an employer group health plan
which is primary to Medicare pays for
services to ESRD beneficiaries, in
accordance with the applicable
provisions of §§ 405.326 through 405.329,

(iv) If an employer group health plan
which is primary to Medicare pays for
services to employees age 65-69 and
their spouses age 65-69, in accordance
with the applicable provisions of
§§ 405.340 through 405.344.

(3) HCFA will reduce payments for
inpatient hospital services to take into
account 100 percent of the reasonable
charges (before application of Medicare
Part B deductible and coinsurance
amounts) for nonphysician services

furnished, to beneficiaries entitled to
benefits under Medicare Part A, by an
outside supplier under § 489.23.

(f) Effect of change of ownership on
payments under the prospective
payment systenn

(1) When a hospital’s ownership
changes, as described in § 489.18 of this
chapter, payment for the operating costs
of inpatient hospital services for each
patient, including outlier payments, as
described in paragraph (b) of this
section, and payments for indirect
medical education costs as described in
paragraph (d}(2) of this section; will be
made to the legal owner of the hospital
at the time of discharge. Payments will
not be prorated between the buyer and
seller.

(i) The owner on the date of discharge
is entitled to submit a bill for all
inpatient hospital services furnished to a
beneficiary regardless of when the
beneficiary's coverage began or ended
during a stay, or of how long the stay
lasted.

(ii) Each bill submitted must include
all information necessary for the
intermediary to compute the payment
amount, whether or not some of that
information is attributable to a period
during which a different party legally
owned the hospital.

(2) Payment for costs described in
paragraphs (c) and (d)(1) of this section,
will be made to each owner or operator
of the hospital (buyer and seller) in
accordance with the principles of
reasonable cost reimbursement.

4. Section 405.482 is amended by

revising paragraph (a) to read as
follows:

§ 405.482 Limits on compensation for
services of physicians in providers.

(&) Principle and scope. (1) Except as
provided in paragraphs (a) (2) and (3) of
this section, HCFA will establish
reasonable compensation equivalent
(RCE) limits on the amount of
compensation paid to physicians by
providers. These limits will be applied
to a provider's costs incurred in
cempensating physicians for services to
the provider, as described in
§ 405.480(a).

(2) Limits established under this
section will not apply to costs of
physician compensation attributable to
furnishing inpatient hospital services
that are paid for under the prospective
payment system implemented under
§§ 405.470 to 405.477.

(3) Compensation that a physician
receives for activites that may not be
paid for under either Part A or Part B of
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Medicare will not be considered in
applying these limits.

4, Subpart E is amended as follows:

Subpart E—Criteria for Determination
of Reasonable Charges;
Relmbursement for Services of
Hospital Interns, Residents, and
Supervising Physicians

a. The authority citation for Subpart E
is revised to read as follows:

Authority: Secs. 1102, 1814(b), 1832, 1833(x),
1842 (b) and (h), 1861 (b) and (v), 1862(x)(14).
1866(a), 1871, 1881, 1886 and 1887 of the
Social Security Act as amended (42 U.S.C.
1302, 1395f(b), 1395k, 1395{a), 1385u (b) and
(h), 1395x (b) and (v), 1305y (u)(14). 1395cc({u),
1395hh, 1395rr, 1395ww and 1305xx).

b. In the table of contents of subpart
E, the title of § 405.552 is amended as set
forth below:

Subpart E—Criteria for Determination of
Reasonable Charges; Reimbursement of
Services of Hospital Interns, Residents, and
Supervisory Physicians

Sec.
405.552 Conditions for payment of charges:
Anesthesiology services,

¢, Section 405,550 is amended by
revising paragraphs {d) (1) and (2) and
(e) as follows:

§ 405.550 Conditions for payment of
charges for physician services to patients
In providers: General provisions.

(d) Effect of billing charges for
physician services to a provider. (1) If
services performed by a physician may
be paid for under the reasonable cost
rules in §§ 405.480 and 405-481. neither
the provider nor physician may seek
charge payment for the carrier,
beneficiary, or another insurer.

{2) The carrier will not pay on a
reasonable charge basis for services
furnished by a physician to an
individual patient that do not meet the
applicable conditions in §§ 405.552,
405.554, and 405.556.

(e) Effect of physician’s essumption of
operating costs. If a physician or other
entity enters into an agreement {such as
a lease or concession) with a provider,
under which the physician {or entity)
assumes some or all of the operating
costs of the provider department in
which the physician furnishes physician
services in the provider, the following
rules apply:

(1) The carrier will make reasonable
charge payments only for a physician’s
services o an individual patient.

(2) To the extent the provider incurs a
cost reimbursable on a reasonable cost
basis under Subpart D of this part, the
intermediary will pay the provider on a
reasonable cost basis for the costs
associated with producing these
services, including overhead, supply,
and equipment costs, and services
furnished by nonphysician personnel.

(3) The physician (or other entity) will
be treated as related to the provider
within the meaning of § 405.427.

(4) The physician {or other entity)
must make its books and records
available to the provider and the
intermediary as necessary to verify the
nature and extent of the costs of the
services furnished by the physician (or
other entity).

d. In § 405.552, the title and paragraph
(a) are revised to read as follows:

§405.552 Conditions for payment of
charges: Anesthesiology services.

(a) Services furnished directly or
concurrently. The carrier will Feimburse
a physician for anesthesiology services
furnished to patients in a provider on a
reasonable charge basis only if the
services mee! the conditions for
reasonable charge payment in
§ 405.550(b) and the following additional
conditions are met:

(1) For each patient, the physician—

(i) Performs a pre-anesthetic
examination and evaluation;

(ii) Prescribes the anesthesia plan;

(iif) Personally participates in the
most demanding procedures in the
anesthesia plan, including induction and
emergence;

(iv) Ensures that any procedures in
the anesthesia plan that he or she does
not perform are performed by a
qualified individual;

(v) Monitors the course of anesthesia
administration at frequent intervals;

(vi) Remains physically present and
available for immediate diagnosis and
treatment of emergencies; and

(vii) Provides indicated
postanesthesia care,

{2) The physician either performs the
procedure directly, without the
assistance of an anesthetisl, or directs
no more than four anesthesia
procedures concurrently, and does not
perform any other services while he or
she is directing the concurrent
procedures.

e. Section 405.553 is amended by
revising paragraph (b) to read as
follows:

§ 405.553 Reasonable charges for
anesthesiology services.

(b) Services furnished by the
anesthesiologist or by an anesthetist
employed by the anesthesiologist.

(1)(i) The provisions of this paragraph
apply to anesthesia services furnished
by an anesthesiologist without the
assistance of an anesthetist or to
anesthesia services furnished to hospital
outpatients or SNF or CORF patients by
an anesthetist who is employed by an
anesthesiologist.

(ii) Except as provided in paragraph
(b)(4) of this section, anesthesia services
furnished to a hospital inpatient by an
anesthetist under the medical direction
of an anesthesiologist will be paid for in
accordance with paragraph (c) of this

section.

{iii) If the anesthetist who administers
anesthesia under the direction of the
anesthesiologist is employed by the
anesthesiologist, the carrier will
determine the amount of payment for
the services under the reasonable
charge rules for physician services in
providers in § 405.551 and the general
reasonable charge rules in §§ 405.501
through 405.508.

(2) In determining reasonable charges
for these anesthesia services, the carrier
will allow for no more than one time
unit for each 15 minute interval, or
fraction thereof, beginning from the time
the physician or anesthetist begins to
prepare the patient for induction of
anesthesia, and ending when the patient
may be safely placed under post-
operative supervision and the physician
or anesthetist is no longer in personal
attendance.

(3) If a physician constructs his or her
charges using time units of other than 15
minutes, the carrier will adjust the
customary and prevailing charge
screens to ensure that in a one-hour
period the value of four 15-minute
intervals will not be less than would
have been allowed if the entire hour had
consisted of intervals of another length.
such as five 12-minute intervals or six 10
minute intervals.

{4) If the following conditions are met,
the provisions of paragraph (b){1)(ii) of
this section do not apply to inpatient
hospital services furnished by an
anesthetist employed by a physician:

(i) The services are furnished to
inpatients of a hospital during a cost
reporting period beginning before
October 1, 1986.

{ii) It was the physician's practice to
employ anesthetists as of the last day of
the hospital’'s most recent 12-month or
longer cost reporting period ending
before September 30, 1983.

(iii) The cost of the anesthetist
services are not added to the hospital's
hase vear costs, as otherwise allowed

. W ] |
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under § 405.474(b)(2)(ii)(A). for purposes
of determining transition period
payment rates under the prospective
payment system.

f. Section 405,554 is amended by
revising paragraph (b) to read as
follows:

§405.554 Conditions for payment of
charges: Radiology services.

(b) Services to providers—The carrier
will not pay on a reasonable charge
basis for physician services to the
provider (for example, administrative or
supervisory services) or for provider
services needed to produce the X-ray
films or other items that are interpreted
by the radiologist. However, allowable
costs for such services will be paid to
the provider by the intermediary. (See
§ 405.480 for provider costs, and
§ 405.550(e) for costs borne by a
physician, such as under a lease or
concession agreement.)

g Section 405.555 is amended by
revising paragraph (c)(2) to read as
follows:

§405.555 Reasonable charges for
radiology services.

(c) Services furnished in providers.

(2) The reasonable charge for a
physician's radiology service furnished
to a hospital inpatient or furnished in a
provider to a provider patient may not
exceed 40 percent of the prevailing
charge for a similar service furnished in
a nonprovider setting.

h. Section 405.556 is amended by
revising paragraph (a) and adding a new
paragraph (c) to read as follows:

§405.556 Conditions for payment of
charges: Physician laboratory services.

(a) Physician laboratory services.—
The carrier will reimburse laboratory
services furnished by a physician to an
individual patient on a reasonable
charge basis only if the services meet
the conditions for reasonable charge
payment in § 405.550(b) and are—

(1) Anatomical pathology services;

(2) Consultative pathology services
that meet the requirements in paragraph
(b) of this section; or

(3) Services performed by a physician
in personal administration of test
devices, isotopes, or other materials to
an individual patient.

(c) Independent laboratory services
furnished to hospital inpatients.
Laboratory services furnished to a
hospital inpatient by an independent

laboratory (as defined in § 405.1310(a))
will be reimbursed on a reasonable
charge basis under this Subpart only if
they are physician laboratory services
as descriged in paragraph (a) of this
section. Payment for nonphysician
services furnished to a hospital inpatient
by an independent laboratory will be
made by the intermediary to the hospital
in accordance with Subpart D.

5. Subpart G is amended as follows:

Subpart G—Reconsiderations and
Appeals Under the Hospital Insurance
Program

a. The authority citation for Subpart G
is revised to read as follows:

Authority: Secs. 1102, 1154, 1155, 1869(b),
1871, 1872 and 1879 of the Social Security Act
(42 U.S.C. 1302, 1320c, 1395ff(b), 1395hh. 1395ii
and 1395pp).

b. Section 405.704 is amended by
reprinting the introductory language of
paragraph (b) unchanged and revising
paragraph (b)(12) to read as follows:

§ 405.704 Actions which are Initial
determinations.

(b) Requests for payment by or on
behalf of individuals. An initial
determination with respect to an
individual includes any determination
made on the basis of a request for
payment by or on behalf of the
individual under Part A of Medicare,
including a determination with respect
to:

(12) When items or services are
excluded from coverage pursuant to
§ 405.310(g) or § 405.310(k) or a
determination by a Peer Review
Organization under section 1154(a)(1) of
the Act, whether such individual or the
provider of services who furnished such
items or services, or both, knew or could
reasonably have been expected to know
that such items or services were
ex::iluded from coverage (see § 405.332);
an

c. Section 405.706 is revised by
designating the single undesignated
paragraph as paragraph (a), and adding
a new paragraph (b). As revised the
section reads as follows:

§ 405.708 Decislons of utilization review
committees.

(a) General rule. A decision of a
utilization review committee is a
medical determination by a staff
committee of the provider or a group
similarly composed and does not
constitute a determination by the _
Secretary within the meaning of section
1869 of the Act. The decision of a

utilization review committee may be
considered by HCFA along with other
pertinent medical evidence in
determining whether or not an
individual has the right to have payment
made under Part A of title XVIIL

(b) Applicability under the
prospective payment system. HCFA
may consider utilization review
committee decisions related to inpatient
hospital services paid for under the
prospective payment system (see
§§ 405.470 through 405.477) only as those
decisions concern:

(1) The appropriateness of admissions
resulting in payments under §§ 405.473,
405.474, and 405.476;

(2) The covered days of care involved
in determinations of outlier payments
under § 405.475(a)(1); and

(3) The necessity of professional
services furnished in high cost outliers
under § 405.475(s)(2).

6. Subpart | is amended as set forth
below:

Subpart J—Conditions of
Participation; Hospitals

a. The Table of Contents for Subpart |
is amended by adding the heading for
new § 405.1042 and revising the
authority citation to read as follows:

Subpart J—Conditions of Participation;
Hospitals

Sec.

. - . . -

§ 405.1042 Condition of participation—
Special utilization review requirements
for hospitals paid under the prospective
payment system.

Authority: Sections 1102, 1154(a){10), 1861
(e), (). (). and (k). 1871, and 1886 of the
Social Security Act, as amended (42 US.C,
1302, 1395x {e). (1), (g): and (k), 1395hh, and
1305ww).

b. New § 405.1042 is added to read as
follows:

§ 405.1042 Condition of participation:
Special utilization review requirements for
hospitals paid under the prospective
payment system.

The hospital must have in effect a
utilization review plan that provides for
review of services furnished by the
institution and by members of the
medical staff to patients entitled to
benefits under the Medicare and
Medicaid programs. The provisions of
this section do not apply to a hospital
for which & Professional Standards
Review Organization or a Utilization
and Quality Control Peer Review
Organization has assumed binding
review.
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() Applicability of Utilization Review
(UR) plan requirements under tities
X VIl and XIX.

(1) Excepl as specified in paragraph
(a)(2) of this section, for title XVIII
purposes the facility must meet the UR
requirements specified in this section.

(2) If HCFA determines that the UR
procedures established by the State
under title XIX of the Act are superior lo
the procedures required in this section.
HCFA may require hospitals in that
State to meet the UR plan requirements
under §§ 456.50 through 456.245 of this
chapter.

{b) Standard: Composition of
utilizotion review committee. A UR
committee, of which at least two
members must be doctors of medicine or
Osteopathy, with or without
participation of other professional
personnel, must carry out the UR
functions.

(1) Except as specified in paragraphs
(b) (2) and (3) of this section. the UR
committee must be one of the following:

(i) A staff committee of the institution;

(ii) A group outside the institution—

(A) Established by the local medical
society and some or all of the hospitals
in the locality; or

(B) Established in a manner approved
by HCFA,

(2) i, because of the small size of the
institution, it is impracticable to have &
properly functioning staff committee the
UR committee must be established as
specified in paragraph (b)(1){ii) of this
section.

(3) The committee’s or group's reviews
may not be conducted by any physician
who—

(1) Has a direct financial interest (for
example in ownership interest) in the
hospital: or

(ii) Was professionally involved in the
care of the patient whose case is being
reviewed.

(c) Standard: Scope and frequency of
reviews.

{1) Except as provided in paragraph
(¢)(2) of this section, the UR plan must
provide for review with respect to the
medical necessity of—

(i) Admissions to the institution;

(ii) The duration of stays: and

(iii) Professional services furnished,
including drugs and biologicals.

(2) In hospitals paid for inpatient
hospital services under the prospective
payment system (see § 405.470-405.477),
the UR plan must provide for:

(i) Review of the duration of stays as
required under paragraph (c){1)(ii) of
this section only in cases reasonably
assumed by the hospital to be outlier
cases based on extended length of stay.
as described in § 405.575(a)(1); and

(ii) Review of services furnished as
required under paragraph (c)(1)(iii) of
this section only in cases reasonably
assumed by the hospital to be outlier
cases based on extraordinarily high
costs, as described in §405.475(a)(2).

{3) Except as specified in paragraph
(e) of this section, reviews may be
conducted on a sample basis.

(4) The UR plan may provide for
review of admissions before, at, or after
hospital admission.

(tr) Standard: Final determination
regarding admissions or continued
stays.

(1) The final determination that an
admission or continued stay is not
medically necessary—

(i) May be made by one physician on
the UR committee in cases where the
attending physician concurs with the
determination or fails to present his or
her views when afforded the
opportunity; and

(ii) Must be made by a least two
physicians on the UR committee in all
other cases.

(2) Before making a final
determination that an admission or
continued stay is not medically
necessary the UR committee must
consult the attending physician and
afford him or her the opportunity to
present his or her views.

(3) If the committee decides that
admission to or further stay in the
hospital is not medically necessary,
written notification must be given—

{i) To the hospital, the attending
physicain and the individual;

(ii) No later than two days after the
determination;

[iii) No later than two days after the
end of the certified period.

(e) Standard: Extended stay review.

(1) Except as provided in paragraph
(e)(2) of this section, the UR committee
must make a periodic review, as
specified in the UR plan, of each current
inpatient receiving hospital services
during a continuous period of extended
duration. The scheduling of the periodic
reviews may-—

(i) Be the same for all cases: or

(ii) Differ for different classes of
CASes.

{2) In hospitals paid under the
prospective payment system (see
§§ 405.470 t0 405.477), the UR committee
must review all cases reasonably
assumed by the hospital to be outlier
cases based on extended length of stay
(as described in § 405.475(a)(1)).

(3) The UR committee must make the
periodic review no later than 7 days
after the day required in the UR plan.

(f) Standard: Review of professional
services: The commitiee must review
professinal services provided, to

determine medical necessity and to
promote the most efficient use of
available health facilities and services.

7. Subpart P is amended as set forth
below:

Subpart P—Certification and
Recertification; Claims and Benefit
Payment Requirements; Check
Replacement Procedures

a. The authority citation for Subpart P
reads as follows:

Authority: Sections 1102, 1814, 1835, 1871,
and 1883, 40 Stat. 847 as amended: 79 Stat.
204; 79 Stat. 303; 79 Stat. 331; 42 U.S.C. 1302,
1395f, 1395n, 1395hh. 1395it, unless otherwise
noted.

b. Section 405.1627 is amended by
revising paragraphs (a)(1) and (4) and
{(b) to read as follows: -

§405.1627 Inpatient hospital services

on or after January 3, 1968.

(a) General.

(1) The certification and
recertification statement should contain
the following information:

(i) An adequate written record of the
reasons for:

{A) Continued hospitalization of the
patient for medical treatment or for
medically required inpatient diagnostic
study; or

(B) In the case of certifications or
recertifications required under
paragraph (b){2){i){B) of this section.
special or unusual services;

(ii) The estimated period of time the
patient will need to remain in the
hospital, or, in the case of certifications
or recertifications required under
paragraph (b)(2)(i)({B) of this section, the
estimated period of time that special or
unusual services will be required; and

(iii) Any plans, where appropriate, for
posthospital care.

(4) A separate recertification
statement is not necessary where the
requirements for a second or subseguent
recertification are satisfied through
utilization review consistent with
paragraph (b)(3) of this section. It is
sufficient if records of the utilization
review committee show that
consideration was given to the reasons
for continued hospitalization, estimated
time the patient will need to remain in
the hospital, and plans for posthospital
care.

(b) Timing of certifications and
recertifications.

(1) For inpatient hospital services thal
are not puid for under the prospective
payment system. When inpatient
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hospital services are not paid for under
the prospective payment system (see
§§405.470 through 405.477), certification
is required no later than as of the 12th
day of hospitalization. A hospital may,
at its option, provide for the certification
to be made earlier, or it may vary the
timing of the certification within the 12-
day period by diagnostic or clinical
categories. The first recertification is
required no later than as of the 18th day
of hospitalization. Thereafter,

subsequent recertifications are to be
made at intervals established by the
utilization review committee (on a case
by case basis if it so chooses), but in no
event may the prescribed interval
between recertifications exceed 30 days.

(2) For inpatient hospital services that
are paid for under the prospective
payment system.

(i) When inpatient hospital services
are paid for under the prospective
payment system (see §§ 405.470 through
405.477), certification is required as
follows:

(A) In cases reasonably assumed by
the hospital to be day outlier cases,
certification is required no later than
one day after the case reasonably
appears to meel the day outlier criteria,
established under § 405.475(a)(1), or no
later than 20 days into the hospital stay,
whichever is earlier. The first
recertification is required at an interval
to be established by the UR Committee
(which can be pursuant to a general rule
or on a case by case basis) and
subsequent recertifications are to be
made consistent with paragraph (b)(1) of
this section as it relates to subsequent
recertifications.

(B) In cases for which payment may
be made or has been requested for a
cost outlier, as described in
§ 405.475(a)(2), certification is required
no later than the date on which the
hospital requests cost outlier payment,
or no later than 20 days into the hospital
stay, whichever is earlier, except that,
where possible, certification is to occur
prior to the hospital incurring costs for
which it will seek cost outlier payment.
In cost outlier cases, the first
recertification and subsequent
recertifications are to be made at
intervals established by the utilization
review committee (on & case by case
basis if it so chooses).

(ii) Delayed certifications and
recertifications, consistent with
§ 405.1625(e), are acceptable.

(3) Option to conduct review of stay of
extended duration. At the option of the
hospital, review of a stay of extended
duration, pursuant to the hospital's
utilization review plan, may take the
place of the second and any subsequent
physician recertifications required under

paragraphs (b)(1) and (b)(2)(i)(A) of this
section. Such review may be performed
before the date on which such physician
recertification would otherwise be
required. but would be considered
timely if performed as late as the
seventh day following such date. The
next physician recertification would
need to be made no later than the 30th
day following such review; if review by
the utilization review committee took
the place of this physician
recertification, the review could be
performed as late as the seventh day
following such 30th day.

(4) Description of procedure. The
hospital should have available in the
files a written description of the
procedure it adopts on timing of
certifications and recertifications—that
is, the intervals at which the necessary
statements are required and whether
review of long-stay cases by the
utilization review commiltee serves as
an alternative to recertification by a
physician in the case of the second or
subsequent recertifications required
under paragraphs (b)(1) and (b)(2){i){A)
of this section.

¢. Section 405.1629 is amended by
revising the introductlory paragraph to

read as follows: /

§405.1629 Inpatient tuberculosis hoopit{
services and inpatient psychiatric hospital
services; certification and recertification.

The requirements for physician
certification and recertification for
inpatient psychiatric and tuberculosis
hospital services are generally similar to
the requirements for certification and
recertification for inpatient hospital
services under § 405.1627, However, for
inpatient tuberculosis and psychiatric
hospital services, certification is
required at the time of admission or as
soon thereafter as is reasonable and
practicable, and the content of the
certification and recertification
statements is to conform with the
requirements of this section and, in the
case of patients admitted to the hospital
on or after January 1, 1970,
recertification statements are to be
obtained in accordance with the
intervals set forth in § 405.1627(b)(1).
The content requirements differ because
of recognition that there frequently is a
difference between treatment provided
in mental and tuberculosis hospitals and
the treatment provided in other
hospitals. Often the care provided in
such hospitals is purely custodial, while
the Medicare program’s intent is to
cover only active care and not to cover
custodial care.

d. Section 405.1630 is revised to read
as follows:

§ 405.1630 Certification and recertification

(a) General rule. If an individual is
admitted to a hosptial (including a
psychiatric or tuberculosis hospital)
before he is entitled to hospital
insurance benefits (for example, before
he reaches age 65), the following rules
are applicable when he does become
entitled.

(b) For hospitals that are not included
in the prospective payment system. If
the hospital is not included in the
prospective payment system under
§ 405.471, certifications and
recertifications are required as of the
time they would be required under
§ 405.1627(b)(1) has the patient been
admitted to the hospital on the day he
became entitled. Such certifications and
recertifications must satisfy the content
requirements in § 405.1627(a)(1) in the
case of inpatient hospital services;

§ 405.1629(b) in the case of inpatient
psychiatric hospital services; and
§405.1629(d) in the case of inpatient
tuberculosis hospital services. For
example, if a patient becomes entitled
on September 1, 1968, but was admitted
to a general hospital 1 week prior to that
date, the certification is required no
later than September 14; the first
recertification no later than September
21; subsequent recertifications are
required at intervals not to exceed 30
days.

(e) For hospitals included in the
prospective payment system. If the
hospital is included in the prospective
payment system under § 405.471,
certifications and recertifications are
required as of the time they would be
required under § 405.1627(b)(2) if the
patient had been entitled to benefits on
the day he or she was admitted.
However, delayed certifications and
recertifications, consistent with
§ 405.1625(e), are acceptable in these
cases.

8. Subpart R is amended as set forth
below:

Subpart R—Provider Reimbursement
Determinations and Appeals

a. The authority citation for*Subpart R
is revised to read as follows:

Authority: Secs. 205, 1102, 1614(b), 1815(a),
1833, 1861(v), 1671, 1872, 1878 and 1888 of the
Social Security Act {42 U.S.C. 405, 1302,
1395f(b), 1395g(a), 1395, 1395x(v). 1385hh,
1395ii. 139500 and 1395ww).

b. The table of contents for Subpart R
is amended by adding a new § 4051804
and revising the title of § 405.1835 as
follows:
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Subpart R—Provider Reimbursement
Determinations and Appeals

S

4051804 Matters not subject to
administrative or judicial review undes
prospective payment.

405.1835 Righ! to Bourd hearing

¢. Section 405.1801 is amended by
revising the definition of “intermediary
determination” in paragraph (a)(1) and
revising paragraphs (b) and (c) to read
as follows:

§ 405.1801 anoduc.uon.

(a) Definitions. As used in this
subpart:

(1) “Intermediary determination”
means the following:

(i) With respect lo a provider of
services that has filed a cost report
under §§ 405.406 and 405.353(f), the term
means & determination of the amount of
total reimbursement due the provider for
items and services furnished to
beneficiaries for which relmbursement
may be made on a reasonable cost basis
under Medicare for the period covered
by the cost report.

{i1) With respect to a hospital that has
filed @ cost report and receives
puyments for inpatient hospital services
based on reasonable cost subject to the
turget rate system (§ 405.463), the term
inciudes a determination of the total
amount of payment due the huspital
under that system for the period covered
by the cost report.

(111) With respect to & hospital that
receives payments for inpulient hospital
services under the prospective payment
system (8§ 405.470-405.477), the term
includes a determination of the tatal
amount of payment due the hospital
under that system for the hospital's cost
reporting period covered by the
determination,

{iv) For purposes of appeal to the
Provider Reimbursement Review Board.
the term 15 synonymous with the
phrases “intermediary’s final
determunation” and “final defermination
of the Secretary”, as those phrases are
used in section 1878(a) of the Act

{v) For pur.poses of § 305.374
concerning claims collection activities,
the term does nol include an action by
HCFA with respect to a compromise of a
Medicare overpayment claim, or
termination or suspension of callection
action on an overpayment claim, against
a provider or physician or other
supplier.

(W General rule.

(1) Providess. The principies of
reimbursement for determining
reasonable costs, reasonable cost
subject to the target rate, and
prospective pavment are contained in
Subpart D of this part. In order to be
reimbursed for covered services
furnished to Medicare beneficiaries.
providers of services are obliged to file
cost reports with their intermediaries as
specified in § 405.453{f). Where the term
“provider” appears in this subpart, it
includes hospitals paid under the target
rate or the prospective payment systems
for purposes of applying the appeal
procedures described in this subpart to
those hospitals.

(2) Other entities participating in
Medicare Part A. In addition to
providers of services whose status as
such is indicated in the Act, there ure
entities (such as health maintenance
organizations) that do not meet the
stututory test for providers of services,
which may also participate in Medicare.
These entities are required to file
periodic cost reports and are reimbursed
on the basis of information furnished in
the reports. Although the entities do not
qualify for Board review. the rules as set
forth in this subpart with respect to
intermediary hearings are applicable to
the entities to the maximum extent
possible, for cost-reporting periods
ending on or after December 31, 1971,
where the amount of program
reimbursement in controversy is &l least
$1.000.

{e) Effective dates.

(1) Except as provided in paragraphs
(e)(2), [e)(3). and (c)(4) of this section or
in § 405,1885(¢), this subpart applies to
all cost reporting periods ending on or
after December 31, 1971, for which
reimbursement may be made on &
reasonable cost basis.

(2) Sections 405.1835-405.1877 apply
only to cost reporting periods ending on
or after June 30, 1973, for which
reimbursement may be made on a
reasonable cost basis.

(3) With respeat to hospitals under the
reasonable cost subject to target rate
svstem (see § 405.463}, the appeals
procedures in §§ 405.1811-405.1877 that
apply become applicable with a
hospital's first cost reporting period
beginning on or after Oclober 1, 1982

{4) With respect to hospitals under the
prospective payment system [see
§§ 405.470-405.477), the appeals
procedures in §§ 405.1811-405.1877 that
upply become applicable with the
hospital’s first cost reporting period
beginning on or after Oclober 1, 1983,

d. Section § 405.1803 is revised to read
as follows:

§ 405.1803 Intermediary determination
and notice of amount of program
reimbursement.

(a) General requirement. Upon receip!
of a provider's cost report, or amended
cost report where permitted or required
the intermediary must within a
reasonable period of lime (see
§ 405,1835{h)), furnish the provider and
other parties as appropriate {see
§ 405.1805) a written notice reflecting
the intermediary's determination of the
total amount of reimbursement due the
provider. The intermediary must include

* the following information in the nofice.

@s appropriate:

(1) Reasonable cost. The notice
must—

(i) Explain the intermediary’s
determination of total program
reimbursement due the provider on the
basis of reasonable cost for the
reporting period covered by the cost
report or amended cost report; and (ii)
Relate this determination to the
provider's claimed total program
reimbursement due the provider for this
period.

(2) Target rate. With respect W
hospital that receives payments for
inpatient hospital services under the
reasonable cost subject to the targel rite
system (sce § 405.463), the intermediary
mus! include in the notice its
determination of the total amount of
payment due the hospital under that
system for the cost reporting period
covered by the notice. The notice must
explain (with appropriate use of the
applicable money amounts) the
procedure the intermediary followed
under § 405.463 in making its
determination.

(3) Prospective payment. With respect
to a hospital that receives payments for
inpatient hospital services under the
prospective payment system (see
£ 405.470-405.477), the intermediary
mus! include in the notice its
determination of the total amount of the
payments due the hospital under that
system for the cost reporting period
covered by the notice. The notice mus!
explain (with appropriate use of the
applicable money amounts) any
difference in the amount determined to
be due, and the amounts received by,
the hospital during the cost reporting
period covered by the notice.

(b) Requirements for intermediary
notices. The intermediary must include
in each notice appropriate references to
law, regulations, HCFA Rulings, or
program instructions to explain why the
intermediary’s determination of the
amount of program reimbursement for
the period differs from the amount the
provider claimed. The notice must also
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inform the provider of its right to an
intermediary or Board hearing (see

§§ 405,1809, 405.1811, 405.1815, 405.1835,
and 405.1843) and that the provider must
request the hearing within 180 days after
the date of the notice.

(¢c) Use of notice as basis for recovery
of overpayments. The intermediary’s
determination as contained in its notice
constitutes the basis for making the
retroactive adjustment (required by
§ 405.454(f)) to any program payments
made to the provider during the period
to which the determination applies,
including the suspending of further
payments to the provider in order to
recover, or to aid in the recovery of, any
overpayment identified in the
determination to have been made to the
provider, notwithstanding any request
for hearing on the determination the
provider may make under § 405.1811 or
§ 405.1835. Any suspension will remain
in effect as specified in § 405.373(a).

¢. A new § 405.1804 is added to read
as follows:

$405.1804 Matters not subject to
administrative and judicial review under
prospective payment.

(a) Limitotion. In accordance with
section 1886(d)(7] of the Act,
administrative or judicial review under
this subpart is precluded for certain
aspects of the prospective payment
system, as provided in paragraph (b) of
this section.

(b) Subject matter. Administrative or
judicial review is not permitted for
controversies about the following
matters:

(1) The determination of the
requirement, or the proportional amount,
of any budget neutrality adjustment in
the prospective payment rates.

(2) The establishment of—

(i) Diagnosis related groups [DRGs):

(ii) The methodology for the
‘lussification of inpatient discharges
within the DRGs; or

(iii) Appropriate weighting factors that
reflect the relative hospital resources
used with respect to discharge within
each DRG.

f. Section 405.1805 is revised to read
as follows:

£ 4051805 Parties to intermediary
determination.

The parties to the intermediary’s
determination are the provider and any
other entity found by the intermediary to
be a related organization of the provider
under §-405.427. J

8. Section 405.1809 is revised to read
as follows:

§ 405.1809 Intermediary hearing
procedures.

(a) Hearings. Each intermediary must
establish and maintain written
procedures for intermediary hearings. in
accordance with the regulations in this
subpart, for resolving issues that may
arise between the intermediary and a
provider concerning the amount of
reasonable cost reimbursement,
reasonable cost subject to the target
riate, or prospective payment due the
provider [except as provided in
§ 405.1804) under the Medicare progrum.
The procedures must provide for a
hearing on the intermediary
determination contained in the notice of
program reimbursement (§ 405.1803), if
the provider files a timely request for a
hearing.

(b) Amount in controversy. In order
for an intermediary to grant a hearing,
the following dates and amounts in
controversy apply:

(1) For cost reporting periods ending
prior to June 30, 1873, the amount of
program reimbursement in controversy
mus! be at least $1000,

{2) For cost reporting periods ending
on or after June 30, 1973, the amount of
program reimbursement in controversy
must be at least $1000 but less than
$10,000.

h. Section 405.1811 is amended by
revising paragraphs (a) and (b) to read
as follows:

§ 405.1811 Right to intermediary hearing;
time, place, form, and content of request
for Intermediary hearing.

{a) A provider that has been furnished
a notice of amount of program
reimbursement may request an
intermediary hearing if it is dissatisfied
with the intermediary’s determination
contained in the notice and the amount
in controversy requirement described in
§ 405.1809 is mel. The request must be in
writing and be filed with the
intermediary within 180 calendar days
after the date of the notice. (See
§ 405.1835(c)). No other individual.
entity, or party has the right to an
intermediary hearing.

(b) The request must (1) identify the
aspect(s) of the determination with
which the provider is dissatisfied, and
(2) explain why the provider believes
the determination on these matters is
incorrect, and (3) be submitted with any
documentary evidence the provider
considers necessary to support its
position,

i. Section 4051813 is revised to read
as follows:

§405.1813 Fallure to timely request an
intermediary hearing.

If a provider requests an intermediary
hearing on an intermediary’s
determination after the time limit
prescribed in § 405.1811, the designated
intermediary hearing officer or panel of
hearing officers will dismiss the request
and fumish the provider a written notice
that explains the time limitation, except
that for good cause shown, the time limit
prescribed in § 405.1811 may be
extended. However, an extension may
not be granted if the extension request is
filed more than 3 years after the date of
the original notice of the intermediary
determination.

j. Section 405.1835 is revised to read
as follows:

§405.1835 Right to Board hearing.

(@) Criteria. The provider (but no
other individual, entity, or party) has a
right to a hearing before the Board about
any matter designated in
§ 405.1801(a)(1), if:

(1) An intermediary determination has
been made with respect to the provider:
and

(2) The provider has filed a written
request for a hearing before the Board
under the provisions described in
§ 405.1841(a)(1); and

(8) The amount in controversy [(as
determined in § 405.1839(a)) is $10.000 or
more.

(b) Prospective payment exceptions.
Except with respect to matters for which
administrative or judicial review is not
permitted as specified in § 405.1804.
hospitals that are paid under the
prospective payment system are entitled
to hearings before the Board under this
section if they otherwise meet the
criteria described in paragraph (a) of
this section.

(c) Right to hearing based on late
intermediary determination about
reasonable cost. Notwithstanding the
provisions of paragraph (a)(1) of this
section, the provider also has a right to a
hearing before the Board if an
intermediary determination concerning
the amount of reasonable cost
reimbursement due a provider is not
rendered within 12 months after receipt
by the intermediary of a provider’s
perfected cost report or amended cost
report (as permitted or as required to
furnish sufficient data for purposes of
making such determination—see
§ 405.1803(a)) provided such delay was
not occasioned by the fault of the
provider.

k. Section 405.1837 is revised to read
as follows:
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§ 405.1837 Group appeal.

(a) Criteria for group appeals. Subject
to paragraph (b) of this section, a group
of providers may bring an appeal before
the Board but only if—

(1) Each provider in the group is
identified as one which would, upon the
filing of a request for a hearing before
the Board, but without regard to the
$10,000 amount in controversy
requirement, be entitled to a hearing
under § 405.1835;

(2) The matters at issue involve a
common question of fact or of
interpretation of law, regulations or
HCFA Rulings: and

(3) The amount in controversy is, in
the aggregate, $50,000 or more.

(b) Providers under common
ownership or control. Effective April 20,
1983, any appeal filed by providers that
are under common ownership or control
must be brought by the providers as a
group appeal in accordance with the
provisions of paragraph (a) of this
section with respect to any matters
involving an issue common to the
providers and for which the amount in
controversy is, in the aggregate, $50,000
or more (see § 405.1841(a)(2)). A single
provider involved in a group appeal that
also wishes to appeal issues that are not’
common to the other providers in the
group must file a separate hearing
reques! (see § 405.1841(a)(1)) and must
separately meet the requirements in
§ 405.1811 or § 405.1835, as applicable.

l. Section 405.1839 is revisecf to read
as follows:

§ 405.1839 Amount in controversy.

(a) Single appeals. The $1000 amount
in controversy required under § 405.1809
for an intermediary hearing and the
$10,000 amount in controversy required
under § 405.1835 for a Board hearing is
the combined total of the amounts
computed as follows:

(1) By deducting the adjusted total
reimbursable program costs due the
provider on the basis of reasonable cost
from the total reimbursable program
costs (less any amounts excluded by
section 1862 of the Act) claimed by the
provider.

(2) By deducting, as applicable, the
total amount of payment due the
hospital for inpatient hospital services
under the reasonable cost subject to the
target rate system or the prospective
payment system from the total amount
under that system that would be
payable after a recomputation that takes
into account any exemption, exception.
exclusion, adjustment, or additional
payment denied the hospital under
§ 405.463 or §§ 405.470-405.477, as
applicable, and for which it has
requested a hearing.

(b) Group appeals. The $50,000
amount in controversy required under
§ 405.1837 for group appeals to the
Board is the combined total of the
amounts computed as follows:

(1) By deducting the adjusted total
reimbursable program costs due the
provider on the basis of reasonable cost
(in the aggregate) from the total
reimbursable program costs (less any
amounts excluded by section 1882 of the
Act) which are claimed in the aggregate
by the providers and are related to a
common issue or interpretation of law or
regulations.

{2) By deducting, as applicable, the
total amount of payment due the
hospitals (in the aggregate) for inpatient
hospital services under the reasonable
cost subject to the target rate system or
the prospective payment system from
the total amount (in the aggregate) under
that system that would be payable after
a recomputation that takes into account
any exemption, exception, exclusion,
adjustment, or additional payment
denied the hospitals under § 405.463 or
§§ 405.470-405.477, as applicable, and
for which they have requested a hearing
with respect to any matter involving an
issue common to the hospitals.

m. Section 405,1841 is revised to read
as follows:

§405.1841 Time, place, form, and content
of request for Board hearing.

(a) General requirements. (1) The
request for a Board hearing must be filed
in writing with the Board within 180
days of the date the notice of the
intermediary’s determination was
mailed to the provider or, where notice
of the determination was not timely
rendered, within 180 days after the
expiration of the period specified in
§ 405.1835(c). Such request for Board
hearing must identify the aspects of the
determination with which the provider
is dissatisfied, explain why the provider
believes the determination is incorrect
in such particulars, and be accompanied
by any documenting evidence the
provider considers necessary to support
its position. Prior to the commencement
of the hearing proceedings, the provider
may identify in writing additional
aspects of the intermediary's
determination with which it is
dissatisfied and furnish any
documentary evidence in support
thereof.

(2) Effective April 20, 1983, any
request for a Board hearing by providers
that are under common ownership or
control (see § 405.427) must be brought
by the providers as a group appeal (see
§ 405.1837(b)) with respect to any
matters at issue involving a question of
fact or of interpretation of law,

regulations, or HCFA Rulings common
to the providers and for which the
amount in controversy is $50,000 or
more in the aggregate. If & group appeal
is filed, the provider seeking the appeal
must be separately identified in the
request for hearing, which must be
prepared and filed consistently with the
requirements of paragraph (a)(1) of this
section.

(b) Extension of time limit for good
cause. A request for a8 Board hearing
filed after the time limit prescribed in
paragraph (a) of this section shall be
dismissed by the Board, except that for
good cause shown, the time limit may be
extended. However, no such extension
shall be granted by the Board if such
request is filed more than 3 years after
the date the notice of the intermediary’s
determination is mailed to the provider.

n. Section 405.1873 is revised to read
as follows:

§ 4051873 Board's jurisdiction.

(a) Board decides jurisdiction. The
Board decides questions relating to its
jurisdiction to grant a hearing, including
(1) the timeliness of an intermediary
determination (see § 405.1835(c)), and (2)
the right of a provider to a hearing
before the Board when the amount in
controversy is in issue (see
$§ 405,1835(a)(3) and 405.1837).

(b) Matters not subject to board
review. The determination of a fiscal
intermediary that no payment may be
made under title XVIII of the Act for any
expenses incurred for items and services
furnished to an individual because such
items and services are excluded from
coverage pursuant to section 1862 of the
Act, 42 U.S.C. 1395y (see Subpart C of
this part), may not be reviewed by the
Board. (Such determination shall be
reviewed only in accordance with the
applicable provisions of Subpart G or H
of this part.)

(2) The Board may not review certain
matters affecting payments to hospitals
under the prospective payment system
as provided in § 405,1804.

0. Section 405.1877 is revised to read
as follows:

§ 405.1877 Judicial review.

{a) General rule. Section 1878(f) of the
Act, 42 U.S.C. 138500(f), permits
providers to obtain judicial review of
any final decision of the Board, or of any
reversal, affirmance, or modification of
a Board decision by the Secretary, by a
civil action commenced against the
Secretary within'60 days of the date on
which notice of any final decision by the
Board or of any reversal, affirmance, or
modification by the Secretary is
received.
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(b) Matters not subject to judicial
review. Certain matters affecting
payments to hospital under the
prospective payment system are nol
subject to judicial review, as provided in
section 1886{d)(7) of the Act and
§ 405.1804.

(c) Group appeals..Any action under
this section by providers that arve under
common ownership or control (see
§ 405.427) must be brought by the
providers as a group with respect 1o any
matter involving an issue common to the
providers.

(d) Venue for appeals. An action for
judicial review must be brought in the
District Court of the United States for
the judicial distric! in which the
provider if located (or, effective April 20,
1983, in an action brought jointly by
several providers, the judicial district in
which the greatest number of such
providers are located) or in the District
Court for the District of Columbia.
Effective April 20, 1983, any action for
judicial review by providers under
common ownership or control
(§ 405.427), must be brough! by such
providers as a group with respect to any
matter involving an issue common to the
|v!(>\'ider8.

(e) Service of process. Process must
be served as described under 45 CFR
Part 4.

9. Subpart T is amended as follows:

Subpart T—Health Maintenance
Organizations

a. The authority citation for Subpart T
reads as follows:
Authority: Secs. 1102, 1871, and 1874, 49

Stut. 647, as amended, 79 Stat. 331, 86 Stat.
13496 (42 U.S.C. 1302, 1395hh, and 1395mm ).

b. Section 405.2041 is amended by
revising paragraph {d) to read as

follows:
§405.2041 Cost reimbursement—general,

(d) An HMO may elect to have
providers of services that furnish
covered services to enrollees who are
title XVIII beneficiaries, obtain
reimbursement directly from the health
insurance program. The election, which
is binding for the entire contract period,
must be made in writing to HCFA prior
10 the beginning of the contract period.
When the HMO makes the election, the
providers are each paid for covered
services they furnish enrollees of the
organization in accordance with Subpart
D of this part. The amount of such
reimbursement will not be included in
payments made to the HMO.

B. Part 409, Subpart A, is amended as
sel forth below:

PART 409—MEDICARE BENEFITS,
LIMITATIONS, AND EXCLUSIONS

Subpart A—Hospital Insurance

1. The authority citation for Subpart A
is revised to read as follows:

Authority: Secs. 1102, 1812, 1813, 1814, 1806,
1871, 1881, and 1683 of the Social Security Act
(42 U.S.C. 1302, 1385d, 1395¢, 1395f, 1395x,
1396cc, 1395hh, 1395rr, and 13851t), Sec. 602(k)
of Pub. L 98-21 (42 US.C. 1395y note)

2. Section 409.65 is amended by
revising paragraph (e) to read as
follows:

§409.65 Lifetime reserve days.

(e) Period covered by election.

(1) General rule. Except as provided
in paragraph (e)(2) of this section, an
election not to use lifetime reserve days
may apply to an entire hospital stay or
to a single period of consecutive days in
a stay, but cannot apply to selected days
in & stay. For example, a beneficiary
may restrict the election to the period
covered by private insurance but cannot
use individual lifetime reserve days
within that period. If an election not to
use reserve days is effective after the
first day on which reserve days are
available, it must remain in effect until
the end of the stay, unless it is revoked
in accardance with § 409.66.

(2) Exception. A beneficiary election
not to use lifetime reserve days for an
inpatient hospital stay for which
payment may be made under the
prospective payment system (see
§§ 405.470-405.477) is subject to the
following rules:

(1) If the beneficiary has one or more
regular benefit days (see § 409.61{a)(1)
of this chapter) remaining in the benefit
period upon entering the hospital, an
election not to use lifetime reserve days
will apply automatically to all days that
are not outlier days, The beneficiary
may also elect not to use lifetime
reserve days for outlier days but this
election must apply either to all outlier
days or to all outlier days after a
specified date.

(ii) If the beneficiary has no regular
benefit days remaining in the benefit
period upon entering the hospital, an
election not to use lifetime reserve days
must apply either to the entire hospital
stay, to all outlier days, or to all outlier
days after a specified date.

3. Section 409.69 is revised lo read as
follows:

§ 409.69 Amounts payable.

The amounts payable for Medicare
Part A services are subject to the
deductible and coinsurance
requirements set forth in this subpart,

and are generally determined in
accordance with Part 405, Subpart D of
this chapter. (See §§ 405.153(c)(2) and
405.158(a) for payment on a charge basis
for certain services furnished by
hospitals outside the United States or by
hospitals not participating in Medicare.)

C. Part 489 is amended as set forth
below:

PART 489—PROVIDER AGREEMENTS
UNDER MEDICARE

1. The table of contents for Part 489 is
amended by adding a new § 489.23
under Subpart B, to read as follows:

Sec

Subpart B—Essentials of Provider

Agreements

480.23 Special provisions for waiver of
certain inpatient hospital services
requirements.

2. The authority citation for Part 489 is
revised to read as follows:

Authority: Secs. 1102, 1861, 16864, 1868, and
1871 of the Social Security Act (42 US.C.
1302, 1395x, 1395aa, 1395cc, and 1395hh).

3. Section 489.3 is revised to read as
follows:

§489.3 Definition.

“Provider agreement” means an
agreement between HCFA and one of
the providers specified in § 489.2(b) to
provide services to Medicare
beneficiaries and to comply with the
requirements of section 1866 of the Act.

4. Section 489.20 is amended by
reprinting the undesignated introductory
language unchanged and adding
paragraphs (d) and [e) o read as
follows:

§489.20 Basic commitments.

The provider agrees—

(d) In the case of a hospital that
furnishes inpatient hospital services to a
beneficiary to either furnish directly or
make arrangements for all items and
services (other than physicians' services
as described in § 405.550(b) of this
chapter) for which the beneficiary is
entitled to have payment made under
Medicare.

(e) In the case of a hospital that
furnishes inpatient hospital services for
which payment may be made under
Subpart D of Part 405 of this chapter, to
maintain an agreement with a utilization
and quality control peer review
organization (if there is such an
organization for the area in which the
hospital is located, which has a contract
with HCFA under Part B of title XI of the
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Act) for that organization to review the
admissions, quality, appropriateness,
and diagnostic information related to
such inpatient hospital services.

5. Section 489.21 is amended by
reprinting the undesignated introductory
language unchanged and adding new
paragraphs (e) and (f) to read as follows:

§ 489.21 Specific limitations on charges.

Except as specified in Subpart C of
this part, the provider agrees not to
charge a beneficiary—

{e) For inpatient hospital services for
which a beneficiary would be entitled to
have payment made under Part A of
Medicare but for a denial or reduction in
payments under regulations at
§ 405.472(e) of this chapler or under
section 1886(f) of the Act.

(f) For items and services furnished to
a hospital inpatient (other than
physicians’ services as described in
§ 405.550(b)) for which Medicare
payment would be made if furnished by
the hospital or by other providers or
suppliers under arrangements made
with them by the hospital. For this
purpose, a charge by another provider or
supplier for such an item or service is
treated as a charge by the hospital for
the item or service, and is also
prohibited.

6. A new § 489.23 is added to read as
follows:

§ 489.23 Special provisions for waiver of
certain inpatient hospital services
requirements.

(a) General rule. For any cost
reporting period beginning before
October 1, 1986, HCFA may waive the
requirements of §§ 489.20(d) and
489.21(f), regarding items and services
furnished to hospital inpatients, for a
hospital that—

(1) Since before October 1, 1982, has
extensively followed the practice of
allowing suppliers of items and services
furnished to the hospital's inpatients to
bill directly under Medicare Part B for
those items and services.

(2) Could not comply with the
requirements of §§ 489.20(d) and
489.21(f) by October 1, 1883 without
threatening the stability of patient care
furnished to its inpatients.

(b) Procedure.

(1) The hospital must submit & written
request to its intermediary for a waiver
under this section not later than
September 10, 1983,

(2) The intermediary will forward the
request and their opinion as to whether
the hospital meets the criteria for a
waiver to the appropriate HCFA
Regional Office within 10 days of receipt
of the request.

(3) The Regional Office will determine
if the hospital's waiver request meets
the criteria of paragraph (c) of this
section.

(4) The Regional Office will notify the
hospital whether its waiver request has
been approved not later than October 1,
1983.

(5) The Regional Office's
determination to approve or deny a
waiver request is final.

(6) The hospital must request
revocation of a waiver under this
section in writing at least 60 days before
the date on which the revocation is to
take effect.

(7) Upon 60 days written notice, the
Regional Office may revoke a waiver
under this section if the outside supplier
does not comply with the terms of the
billing agreement under paragraph (c)(2)
of this section.

(8) Unless a waiver is revoked, it will
apply to all cost reporting periods
beginning before October 1, 1986.

(c) Waiver criteria.

{1) The hospital must show that,
before October 1, 1982, a significant
proportion of all ancillary services
furnished to the hospital's inpatients
have been furnished by outside
suppliers and directly billed by those
suppliers under Medicare Part B.

(2) The criteria in paragraph (c)(1) of
this seclion are met if—

(i) The outside suppliers’ reasonable
charges for nonphysician services in the
hospital's base period (as described in
§ 405.474(b)(1)) are at least 125 percent
of the reasonable cost of the
nonphysician ancillary services
furnished to Medicare inpatients by the
hospital exclusive of the costs of
operating room, recovery room, labor
and delivery room, pharmacy, and
medical supplies; and

(ii) The hospital's inpatients receive at
least three distinct types of ancillary
services (such as pathology, radiology,
and physical therapy services) primarily
from outside suppliers.

(3) The hospital must show that
outside suppliers furnishing items and
services to its Medicare inpatients under
the waiver have agreed that:

(i) The supplier will bill only for
services for which payment may be
made under Part B (or would be made if
the beneficiary were entitled to Part B
benefits);

{ii) The supplier will bill the program
directly for services furnished to an
inpatient of the hospital (even if
assignment is not accepted) within 30
days of his or her discharge from the
hospital;

(iii) The supplier's billing will specify
that the services were furnished to an
inpatient of a particular hospital,

identify the nonphysician services that
were furnished, and identify the charge
for each service.

{Catalog of Federal Domestic Assistance
Program No. 13.733. Medicare—Hospital
Insurance, No. 13774, Medicare—
Supplementary Medical Insurance)
Dated: August 26, 1983,
Carolyne K. Davis,
Administrator, Health Care Financing
Administration.
Approved: August 26, 1963
Margaret M. Heckler,
Secretary.
|Editorial Note.—The following addendum
will not appear in the Code of Federal
Regulations.)

Addendum.—Schedule of Standardized
Amounts and Relative Weights Effective
With Cost Reporting Periods Beginning
on or After October 1, 1983

I. Summary and Background

This addendum sets forth the schedule
of standardized amounts and relative
weights that will be used to calculate
prospective payment amounts under the
Medicare program for inpatient,
nonphysician services associated with a
discharge occurring during cost
reporting periods, beginning on or after
October 1, 1983, and before October 1.
1984. This schedule is combined, for
publication purposes, with the interim
final rule implementing the prospective
payment system because of the close
relationship between this schedule,
applicable for fiscal year (FY) 1984, and
the rules governing prospective payment
as a whole. In the future, notices, similar
to this schedule, will be published on or
before September 1, of each year, setting
forth the schedule of standardized
amounts and, if appropriate, relative
weights applicable for future periods.
The attached preamble to the interim
final rule contains a detailed
explanation of prospective payment,
how the rates have been determined,
and its overall relationship to the
Medicare program.

1. Calculation of Adjusted Standardized
Payment Amounts

This section contains a brief
explanation of how the adjusted
standardized payment amounts,
applicable for FY 84, have been derived.
The methodology for arriving at the
appropriate rate structure is essentially
prescribed in section 1886(d)(2) of the
Act.

A. Base Year Data

Section 1886(d)(2)(A) of the Act
requires the establishment of base year
cost data containing allowable operating
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costs per discharge of inpatient hospital
services for each hospital. See section Il
C.1.a. of the preamble which contains a
detailed explanation of how base year
cost data are established.

B. Updating for Inflation

Section 1886(d)(2)(B) of the Act
requires that the base year cost data be
updated for FY 84. A two-step process is
necessary.

1. The base year cost data,
representing allowable costs per
Medicare discharge (per hospital), are
inflated through FY 83 using actuarial
estimates of the rate of increase in
hospital costs nationwide.

2. The resulting amounts are further
inflated through FY 84 by using the
estimated annual rate of increase in the
hospital market basket, plus 1
percentage point, in accordance with the
section 1886(b)(3)(B) of the Act.

Since July 1, 1979, the hospital cost
limit schedules have incorporated a
“market basket index" to reflect
changes in the prices of goods and
services that hospitals use in producing
general inpatient services. We
developed the current market basket by
identifying the most commonly used
categories of hospital inpatient
operating expenses and by weighting
each category to reflect the estimated
proportion of total hospital operating
expenses attributable to that category.
We then obtained historical and
projected rates of increase in the
resource prices for each category. Based
on the rate of increase and the weight of
each category, we developed an overall
annual rate of increase in the hospital
market basket. The categories of
expenses used to develop the revised
marke! basket are based primarily on
those used by the American Hospital
Association in its analysis of costs, and
by the U.S. Department of Commerce in
publishing price indexes by industry.

For the purpose of updating base year
cos! data for FY 84, we revised the
market basket previously used under the
hospital cost limits, which was
published in the Federal Register (47 FR
43313) on September 30, 1982. First, we
have added malpractice insurance as a
new category of expense in the market
basket. This change was necessary
because malpractice insurance
premiums, which were excluded from
the hospital cost limits, are to be
included under the prospective payment
rates. Second, because of the addition of
this new category. it was also necessary
to revise the relative proportions
assigned to each expense category.

Table 2, section VII contains the price
variables used to predict price changes
for each category of expense. For further

background on the development of the
market basket index, see Freeland,
Anderson and Schendler, “National
Hospital Input Price Index", Health Care
Financing Review, Summer 1979, pp. 37—
61.

C. Standardization

Section 1886({d)(2)(C) of the Act
requires that the updated base year per
discharge costs be standardized.
Standardization means the removal of
the effects of certain causes of variation
g:: cost among hospitals from the cost

ta.

1. Variations in Case Mix Among
Hospitals

Section 1886{d)(2)(c)(iii) of the Act
requires that the updated amounts be
standardized to adjust for variations in
case mix among hospitals. The
methodology used for determining the
appropriate adjustment factor (i.e., the
case-mix index) is comparable to that
used for the hospital cost limits
published in the Federal Register on
September 30, 1982 (47 FR 43303). A
case-mix index has been calculated for
each hospital based on 1981 cost and
billing data.

Standardization, necessary to
neutralize the effects of variations in
case mix, is accomplished by dividing
the hospital's average cost per Medicare
discharge by that hospital's case-mix
index. Table 3, section VII contains the
case-mix index values used for this

purpose.
2. Indirect Medical Education Costs

Section 1886(d)(2)(C)(i) of the Act
requires that the updated amounts be
standardized for indirect medical
education costs. Therefore, after
adjusting each hospital's inpatient
operating cost per discharge for inflation
and case-mix, we divided each cost by
1.0 plus the product of double the
education adjustment factor (11.59
percent) and the individual hospital's
adjusted intern-and-resident to bed
ratio. We determined that adjusted ratio
by dividing the hospital's number of FTE
interns and residents for the cost
reporting period by the hospital's bed
size determined at the beginning of the
cos! reporting period represented in the
data base period to obtain the hospital's
intern-and-resident to bed ratio, and
dividing that ratio by .1. See section
HLC.A.c.ii. of the attached preamble
which contains an example of the above
calculation.

3. Adjustments for Variation in Hospital
Wage Levels

Section 1886(d)(2)(C)(ii) of the Act
requires that the updated amounts be

standardized by adjusting for variations
among hospitals in the average area
hospital wage level. Therefore, the
updated average cost per discharge is
divided into labor-related and non
labor-related portions. We determined
the labor-related portion by multiplying
each hospital's cost per discharge by
79.15 percent which is the labor-related
portion of costs from the market basket.
The labor-related portion is then divided
by the appropriate wage index for the
geographic area in which the hospital is
located to remove the effects of local
wage differences from hospital costs.
See section I1.C.1.c.ifi. of the preamble,
which contains & detailed explanation of
the hospital wage indexes. An example
of standardization for area wage
differences follows.

Assume a hospital has an average cost per
Medicare discharge of $3,000 and the
wage index for the area is 1.0293.

3000 x 78.15% = 2374.50 (labor share)

‘,‘%;-‘?“' = 2306.91 [wage adjusted labor share)

Table 4, section VII, contains the
wage indexes. Basically, the wage index
relates wage and employment data,
gathered by the Bureau of Labor
Statistics, to a single national average.
Since the wage index is used for
measuring the differences between
wages in any area and the national
average, the index does not vary with
changes in State or census division
designations. The variation in adjusted
standardized amounts between regions
(as shown in Table 1) is significantly
less than it would have been if regional
wage indexes had been used. We
considered but rejected using regional
wage indexes for the following reasons:

» Since DRG weighting factors are
determined using national cost data,
regional wage indexes would have to be
converted to a national base to derive
the appropriate weighting factor for
each DRG.

* The use of regional wage indexes
would not result in prospective payment
rates that are different from those based
on a national wage index.

* Regional wage indexes would
confuse hospitals because the numerous
base levels would result in index values
that could not be directly compared
ACross areas.

4. Cost-of-Living Factor for Alaska and
Hawaii

Section 1886(d)(5)(C)(iv) of the Act
authorizes the Secretary to provide for
such adjustments to the payment
amounts as the Secretary deems
appropriate to take into account the
unique circumstances of hospitals
located in Alaska and Hawaii.
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Generally, these two States have higher
levels of cost in comparison to other
States in the nation. The high cost of
labor is accounted for in the wage index
adjustments discussed above. However,
the high cost-of-living in these States
also affects the cast of nonlabor items
(e.g.. supplies and equipment).
Therefare, in order to remave the effects
of the higher nonlabor costs from the
overall cost data (i.e.. for
standardization purposes). the nonlabor
portion of the average cost per Medicare
discharge in hospitals located in Alaska
and Hawaii is divided by an appropriate
cost-of-living adjustment factor. Below
are the factors used for this adjustment.

TABLE. ~COST-OF-LIVING ADJUSTMENT
FACTORS, ALASKA AND HAWAI HOSPITALS

Alasha—AN areas. & 1.2%
Hawai -~
Kaua 1175
Maw R 1.20
Molokal .. 120
Lane - - 120
Hawda . - 19

(The atove factors o based on data obtaned om the
US. Othce of Paersonnel putiished i thee
FPM-5G1 latler senes.)

The formula used to make the
standardization adjustments for the
nonlabor related costs in Alaska and
Hawaii is as follows:

{Average Cost Per Medicare Discharge) x
{20.85%) {Cost-of-Living Adjustment Factor)

D. Urban-Rural Averages Within
Geographic Areas

Section 1886(d)(2)(D) of the Act
requires that average standardized
amounts per discharge be determined
for hospitals located in urban and rural
arcas of the nine census divisions and
the nation. Table 1. section VII contains
the 18 regional standardized amounts
(further divided into labor/nonlabor
portions). The national standardized
amounts are not included in the table
because, for FY 84, Federal rates are
based on regional averages only. The
statule further specifies that the term
“urban area” means an area within a
Standard Metropolitan Statistical Area,
as defined by the Executive Office of
Management and Budget (EOMB), or
within such similar area as the
Secretary has recognized by regulation.
As explained in detail in section
HEC.1.4d. of the preamble, EOMB began
using Metropolitan Statistical Areas
[MSAs), in lieu of SMSASs, on June 30,
1983. The term “rural area” means any
area outside of urban areas.

As a result, the average standardized
amounts per Medicare discharge for
each hospital have been grouped
according to urban or rural designation

into the nine census divisions (i.e. 18
separate means),

E. Adjustments to Avérage Standardized
Amounts

The average standardized amounts,
calculated as described above, were
further adjusted as explained below.

1. Part B Costs

Section 602(e) of Pub. L. 98-21 amends
section 1862(a) of the Acl to prohibit
payments for nonphysicians services
furnished to hospital inpatients unless
the services are furnished either directly
by the hospital or by an entity under
arrangements made by the hospital.
Section IILC.1.e.i. of the preamble
contains a detailed explanation of this
provision. While this provision applies
both lo inpatient hospital services paid
for on the basis of prospective payment
rates and to such services paid for on a
reasonable cost basis (i.e., furnished by
hospitals excluded from prospective
payment), it is discussed here only as it
applies to adjustments to the
standardized amounts for prespective
payment,

Essentially, the prospective payment
rates are intended to cover all inpatient
services excepl “physicians’ services”,
Since, in the past, many services for
inpatients were billed under Part B, the
standardized amounts calculated here
were derived from data which did not
reflect all services provided to
inpatients. Therefore, in order to adjust
the standardized amounts per discharge
so that they represent costs previously
billed under Part B, the amounts were
increased by .13 percent. This is an
estimate of the costs of inpatient
hospital services previously billed to
HCFA under Part B (updaled to reflect
1984 costs) made by HCFA's Office of
Financial and Actuarial Analysis.

2. FICA Taxes

Section 102 of Pub. L. 88-21 requires
that certain hospitals (i.e.. non-profit
organizations), enter the Social Security
system and begin paying FICA taxes for
employees beginning January 1, 1984.
Section 1886{b)(6) of the Social Security
Acl is also amended requiring that
adjustments be made in the base period
costs used to determine the hospital-
specific portion of the prospective
payment rate (see section HLC.1.e.ii. of
the preamble) in recognition of these
higher payroll costs. The conference
committee report accompanying Pub. L.
98-21 expressed the intent that the
Federal rate also be adjusted to reflect
this change. HCFA's actuaries have
estimated the amount of the adjustment
to the standardized amounts necessary
to account for additional costs of payroll

taxes for hospitals entering the Social
Security system to be .18 percent.
Therefore, we have increased the
standardized amounts by this
percenlage.

3. Outliers

Section 1886{d)(5)(A) of the Act
requires that payments, in addition to
the basic prospective payment rates, be
made for discharges involving day or
cost outliers as explained in section
II1.C.1.e.iii. of the preamble. Section
1886(d)(2)(E) of the Act correspondingly
requires that the standardized amounts
be reduced by a proportion which is
estimated to reflect additional payments
for outlier cases. The statute further
directs that outlier payments may not be
less than 5 percent or more than 6
percenl of total payments projected to
be made based on the prospective
payment rates in any year. In
accordance with these requirements, wi
have calculated a factor necessary to
adjust standardized amounts for FY 84
to take into account outlier payments of
6.0 percent of total payments. This
factor is .943.

4. Budget Neutrality

Section 1886()(1) of the Act requires
that the prospective payment system
result in aggregate program
reimbursement equal to “what would
have been payable" under the
reasonable cost provisions of prior law:
that is, for fiscal years 1984 and 1985,
the prospective payment system should
be “budget neutral.”

Under the Amendments, the
prospective payment rates are a blend
of & hospital-specific portion and a
Federal portion. Section 1888{e)(1)(A) o!
the Act requires thal aggregate
payments for the hospital specific
portion should equal the comparable
share of estimated reimbursement under
prior law. Similarly, section 1886{e){1)}B)
of the Act requires that aggregate
reimbursement for the Federal portion of
the prospective payment rates plus any
adjustments and special treatment of
certain classes of hospitals should equa!
the corresponding share of estimated
outlays prior to the passage of Pub. L.
98-21. Thus. for fiscal year 1984, 75
percent of total projected reimbursemen!
based on the hospital-specific portion
should equal 75 percent of total
estimated outlays under law as in effect
prior to April 20, 1983, Likewise, total
estimated prospective payment system
outlays deriving from the 25 percent
Federal portion, including adjustments
and special payment provisions, should
equal 25 percent of projected
reimbursement under prior laws,
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The adjustment of the Federal portion
was determined as follows:

+ Step 1—Eslimale total incurred
payments for inpatient hospital
operating costs for fiscal year 1984 that
would have been made on a reasonable
cost basis under Medicare prior to Pub.
L. 98-21.

* Step 2—Multiply total incurred
payments by 25 percent, i.e., the Federal
portion of total payment amounts for
fiscal year 1984,

* Step 3—Estimate the Federal
portion of total payments that would
have been made without adjusting for
budget neutrality, but with the
adjustment for outlier payments.

* Step 4—Add an estimate of total
adjustments and payments under
special payment provisions to the
Federal portion (e.g., outliers, indirect
medical education),

* Step 5—The difference between the
step 2 and step 4 amounts is divided
proportionally among the standardized
smounts, resulting in the budget
neutrality adjusted (standardized)
mounts.

I'he resulting adjustment factor for the
fiscal year 1984 Federal portion is .969.
Payment amounts of hospitals excluded
from the prospective payment system

.8, psychiatric and children's
hospitals) and of hospitals not
participating in prospective payment
because of their participation in
demonstrations and studies were not
ncluded in the calculations above. For a
more detailed explanation of budge!
neutrality, see section VIII of this
addendum.

v. Summary of Calculations Resulting in
\djusted Standardized Amounts

In summary, we began our
calculations by developing base year
cost data for individual hospitals; we
updated these amounts to account for
inflation through fiscal veat 1984; we
standardized the data for variations in

ase mix, indirect medical education,
crea wage levels, and cost-of-living in
‘lnska and Hawaii: we grouped the
duta from individual hospitals and
alculated average standurdized
imounts for urban and rural hospitals
located in the nine census divisions and
the nation: and we adjusted the resulting
16 average amounts in accordance with
fequirements of the Act, Throughout the
remainder of this addendum, when we
refer to “adjusted standardized
imounts”, we are referring to the 18
sepirate average amounts calculated as
described above.

Ill. Adjustments for Area Wage Levels
and Cost-of-Living in Alaska and
Hawail

This section contains an explanation
of the application of two types of
adjustments to the adjusted
standardized amounts that will be made
by the fiscal intermediaries in
determining the prospective payment
rates as described in section IV below.
For discussion purposes, it is necessary
to present the adjusted standardized
amounts divided into labor and non-
labor portions. Table 1, section VII
contains the actual labor-related and
nenlabor-related shares which will be
used to calculate the prospective
payment rates.

A. Adjustment for Area Wage Levels

Section 1886(d)(2)(H) of the Act
requires that an adjustment be made to
the labor-related portion of the national
and regional prospective payment rates
to account for area differences in
hospital wage levels, This adjustment
will be made by the fiscal
intermediaries by multiplying the labor-
related portion of the adjusted
standardized amount by the appropriate
wage index for the area in which the
hospital is located. The wage indexes
applicable for fiscal year 1984 are
presented in Table 4, section VII of this
addendum,

B. Adjustment for Cost-of-Living in
Alaska and Hawail

As explained in section II1.C.1.c.iv. of
the attached preamble the statute
provides far an adjustment to take into
account the unique circumstances of
hospitals in Alaska and Hawaii. Higher
labor-related costs for these two States
were included in the adjustment for area
wages above, The adjustment necessary
for nonlabor-related costs for hospitals
in Alaska and Hawaii will be made by
the fiscal intermediaries by multiplying
the nonlabor portion of the standardized
amounts by the appropriate adjustment
factor contained in the table in section
ILCA. of this addendum.

IV. Federal Prospective Payment Rates

This section contains a brief
explanation of how the adjusted
standardized amounts are converted to
prospective payment rates per
dishcharge.

A. Discharge

The prospective payment system
provides for payment of an amount per
discharge. See section I[LB.2. of the
attached preamble which provides a
detailed explanation of discharges and
transfers, A “discharge” is defined in
the attached regulations at 42 CFR

405.470(c). Generally, a patient will be
considered discharged when:

* Formally released from the hospital
(but not transferred as explained in
section 111.B.2 of the preamble);

* The patient dies in the hospital; or

* When the patient is transferred to
another institution or unit that is
excluded from the prospective payment
system.

B. DRG Classification System

All inpatient hospital discharges will
be categorized according to one of 470
DRGs. (Note that no payment is made
for DRG numbers 469 and 470). Every
hospital discharge case will fit into &
DRG category and no case will apply to
more than one category. The assignment
is based on the principal diagnosis,
secondary diagnoses (if any),
procedures performed, and age, sex, and
discharge status of the patient. Table 5,
section VI, contains the list of DRGs.
See section IILB.3 of the preamble,
which provides background information
regarding the development of the DRG
classification system.

C. DRG Weighting Factors

We have developed weighting factors
for each DRG that are intended to reflect
the relative resource consumption
associated with each DRG. Each factor
reflects the average cost, across all
hospitals, of treating cases classified in
that DRG relative to all other DRGs. In
establishing the weighting factors, we
used data from the MEDPAR file, from
Medicare cost reports, and from non-
Medicare discharge records for
Maryland and Michigan hospitals, Table
5, section VII, contains the weighting
factors corresponding to each DRG
applicable for fiscal year 1984. See
Section IIL.C.3.b of the preamble, which
contains a detailed explanation of the
calculation of DRG weighting factors.

V. Calculation of Prospective Payment
Rates for fiscal year 1964

To ease the sudden impact of &
completely new method of payment for
hospital services, Pub. L. 98-21 provides
for a 3-year transition period. This
addendum contains'the method that will
be used for calculating prospective
payment rates for cost geporting periods
beginning on or after October 1, 1983.

Section 1886{d}(1){C)(i) of the Act
requires that the prospective payment
rate for cost reporting periods beginning
on or after October 1, 1983 be a blend of
25 percent of a Federal portion and 75
percent of a hospital-specific portion.
See section HLCA4. of the attached
preamble, which explains in detail how




39842 Federal Register / Vol. 48, No. 171 / Thursday, Seplember 1, 1983 / Rules and Regulations

the portions will be determined
throughout the transition period.

General Formula for Calculation of
Prospective Payment Rates for Cost
Reporting Periods Beginning on or after
October 1, 1983 and Before October 1.
1984,

Prospective Payment rate =
Hospital - Specific Portion plus Federal
Portion

A. Hospital-Specific Portion

The hospital-specific portion (HSP) of
the prospective payment rate is based
on a hospital's historical cost
experience. The conference committee
report expresses the committee’s
expectation that the hospital-specific
portion be based on the best data
available at the time the rate is

|Base year costy) Outhler

(Case-mix index) adjustment

1. Base-year Cosls

Base year costs, necessary for
calculating the hospital-specific portion
of the prospective payment rates, are
developed from cost data for the 12-
month (or longer) reparting period
ending on or after September 30, 1962
and before September 30, 1983, If the
applicable period is less than 12 months,
then the preceding 12-month (or longer)
period is used. Cos!s in excess of the
routine cost limits (l.e., the section 223
limits] will be excluded from base year
costs in calculating the hospital-specific
portion in the same manner as they are
excluded when determining base period
costs for the rate-of-increase ceiling
under 42 CFR 405.463.

Each hospital's total allowable Part A
costs will be adjusted:

* To remove any capital-related
costs:

* To remove any medical education
costs;

* To remove the nursing differential
previously permitted;

* To remove net kidney acquisition
costs incurred in hospitals approved as
renal transplantation centers:

* To include allowable malpractice
insurance costs;

* To include estimated FICA taxes for
those hospitals that did not incur such
costs in the base period;

* To include the costs of services that
were billed under Part B of the program
during the base period but will be billed
under Part A as inpatient hospital
services effective October 1, 1983,

In order to make some of these
adjustments, the intermediary must

Updating factor  x

established for purposes of the
transition period. Therefore, fiscal
intermediaries will be estimating the
hospital-specific portion amounts using
the best data for the base period cost
reporting period available prior to the
hospital's entry into the prospective
payment system. Once the amounts
have been calculated, they will be
applied without further adjustment
throughout the entire 3-year transition
period, unless the calculations contain a
mathematical error, the hospital
successfully appeals their base period
allowable costs within the specified
time or the facility establishes a distinct
part.

The hospital-specific portion is an
amount derived from the following
formula:

75 percent P DRCG weight

receive documentation from the
hospitals as outlined in PRM Chapter
2800 (Transmittal 291).

Total allowable Medicare inpatient
operating costs for each hospital,
resulting from the above adjustments,
are divided by the number of Medicare
discharges during the applicable base
year, The amount resulting from this
calculation will be used as the base year
cost per case for purposes of calculating
the hospital-specific portion (HSP) of the
transition period prospective payment
rates.

2. Case-Mix Adjusted Base Year Cost

In order to take into consideration the
hospital's individual case mi%, the base
year cost amount is divided by the case-
mix index. (See Table 3, section VII,
which contains applicable case-mix
indexes.) Adjusted base period costs are
divided by the hospital's case-mix index
to neutralize them for the effects of the
mix of patients treated.

The effects of individual case
complexity will be taken into account at
the time the rate is applied by
multiplying the hospital-specific rate by
the weighting factor for the
corresponding DRG in which the case is
classified to determine the hospital-
specific portion of payment for each
case.

See section 1I1.C.4.a.ii. of the preamble
which contains a detailed explanation of
the need for this case-mix adjustment
and an explanation of statistically
unreliable case-mix indexes.

3. Outlier Adjustment

The case-mix adjusted base year costs
are multiplied by a factor calculated to
take into account outlier payments of 6.0
percent of total payments. This factor is
543,

4. Budget Neutrality

The hospital-specific portion of the
payment rates will be adjusted for cost
reporting periods that begin between
October 1, 1983 and October 1, 1985, to
maintain budget neutrality in
accordance with section 1886(e)(1)(A) of
the Act. The hospital-specific portion of
the rate is set at 75 percent in the first
year.

An adjustment will be made to the
otherwise applicable target rate
percentage to maintain budget neutrality
of the hospital-specific portion of the
payment, To determine the necessary
adjustment we estimated total
expenditures under the reasonable cost
methodology under TEFRA. The
appropriate share of this estimate is
compared to a projection of aggregate
payments from the hospital-specific
portion of the prospective payment
amount. For example, if estimated
outlays for inpatient operating payments
under the law as in effect before April
20, 1983 would have been $10 billion. the
total payments under the hospital-
specific portion must equal $7.5 billion
(75 percent of $10 billion) for fiscal year
1984. In making the above estimates, the
statute specifies that payments made or
estimated to be made for utilization
review activities be excluded. The
applicable adjustment factor for
maintaining budget neutrality in the
hospital-specific portion is .984. This
factor has been included in the updating
factor discussed in section 5 below. For
a more detailed explanation of budget
neutrality, see section VIII of this
addendum.

5. Updating Factaor

The hospital-specific rate is calculated
by increasing the case-mix adjusted
base year costs (further adjusted for
outlier payments as described in
paragraph 3. above) by an applicable
updating factor in accordance with
sections 1886(d)(2})(B) and 1886{e)(1){A).
For cost reporting periods beginning on
or after October 1, 1983 and before
October 1, 1984, the updating factor is
equal to the compounded applicable
target rate percentage (as used for the
rate-of-increase ceiling under revised 42
CFR 405.463), multiplied by the
adjustment factor for budget neutrality
{.984) and added to 1. The table below
sets forth the updating factors
applicable in fiscal year 1984.
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And fust cost ] 5
| Dane yonr cost Updating
e parod ends e | Tactor
—_-— e ———
Sect 30, 1962 . ... | Sept 30, \m_.u_J 113570
et 31, 1082 Oct. 31, 198¢ _1’ 113284
hov 30, 1082 INOv. 30, 1984 ! 112061
31082 {Dec. 3, 1984 | 112658
an 31,1088 Jen 3y, 1088, ! ).12650
0 28, 1983, Feb. 28, 1085 .. 112658
Mar 3, 9883 | Mar 39, 1985 1.12858
Apr 30, 1963, | Apr. 30, 1905 . | 1.12658

If a hospital's base year cost reporting
period ends on a day other than those
listed above, the update factor for the
month nearest to (i.e., either before or
alter) the actual ending date will be
used. For example, if a hospital's cost
reporting period ends between October
16 and November 15, the October 31
update factor will be used.

6. Example of Calculation of Hospital
‘{[ff’(‘.;riC Rate

Assume that a hospital's base year
costs equal $3,000, its case-mix index is
1.0235, the outlier adjustment is 943, and
the update factor for its cost reporting
period is 1.14258 percent. The hospital
specific rate would be computed as
follows:

Base Yoar
Costs Outhor Hospi-
adyst- Vpdsn specc
Cani- Mg ment rate
\nGex
§31.000
043 104258 San
10225

. Calculation of Hospital-Specific

%oction

The hospital-specific portion of a
nospital’s payment rate for a given
discharge is calculated by:

Step 1—Multiplying the hospital-
specific rate (as determined in
subsection 1 through 6 above) by 75
percent, and

Step 2—Multiplying the amount
resulting from Step 1 by the specific
URG weighting factor applicable to the
discharge (see Table 5, section VII). The
result is the hospital-specific portion.

8 New Providers

Hospitals that have not completed a
12 month cost reporting period under
Medicare (either under current or
previous ownership) prior to September
J0.1983 will be considered new
providers for purposes of the
prospective payment system. These
tospitals do not have any historical cost
“xperience from which we could
tulculate a hospital-specific rate.
Iherefore, prospective payment rates for

new providers will be computed without
regard to the hospital-specific portion.
Thus, new providers will be paid 100
percent of the Federal regional rate for
discharges occurring on or after October
1, 1983 and before October 1, 1984

B. Federal Portion. For discharges
occurring before October 1, 1984, the
Federal portion of the prospective
payment rate is 25 percent of the
Federal regional prospective rate. The
Federal rates are determined by:

Step 1—Selecting the appropriate
regional adjusted standardized amount
consi the location and urban/rural
designation of the hospital (See Table 1.
section VII}; .

Step 2—Multiplying the labor-related
portion of the standardized amount by
the appropriate wage index;

Step 3—For hospitals in Alaska and
Hawaii, multiplying the nonlabor-
related portion of the standardized
amount by the appropriate cost-of-living
adjustment factor;

Step 4—Summing the amounts from
step 2 and the nonlabor portion of the
standardized amount (adjusted if
appropriate under step 3); and

Step 5—Multiplying the final amount
from step 4 by the weighting factor
corresponding to the appropriate DRG
Classification.

VI. Additional Payment Ameunts

In addition to prospective payment
rates per discharge, payments will be
made for items or services as specified
below.

A. Outliers. In accordance with the
statute, and as explained in the attached
preamble (section IILD.1.), additional
amounts are to be paid on a per case
basis for atypical cases known as
“outliers.” These cases are those that
have either an extremely long length of
stay or extraordinarily high costs when
compared to most discharges classified
in the same DRG. See § 405.475 of the
attached regulations regarding payment
for outliers cases.

“The statute specifies that outlier
payments are to be between 5 and 6
percent of total projected prospective
payment amounts. Within this overall
requirement, we established as our
objectives in FY 84 to define the outlier
criteria so that total outlier payments for
both types of outlier cases would
amount to approximately 6.0 percent of
total basic prospective payments
(exclusive of outlier payments) that
would be payable based on 100 percent
of Federal (regional) rates and that
approximately 85 percent of the outlier
payments would be paid for day outliers
and the remaining 15 percent would be
paid for high cost outliers,

We analyzed the 1981 MEDPAR file to
identify the criteria that would meet our
objectives. In doing so, we set the per
diem payment for day outliers at 60
percent of the hospital's Federal rate
divided by the national geometric mean
length of stay for the DRG. For high cost
outliers, we set the payment at 60
percent of the difference between
adjusted covered charges and the
applicable cost criterion for the DRG.
We calculated the adjusted covered
charges by inflating the covered charges
for the case to FY 84, multiplying them
by .72 (the national ratio of operating
cost to total inpatient charges, and
dividing the result by the hospital's
educational adjustment factor).

We tested alternative sets of criteria
to identify theé combination that would
result in the desired levels of outlier
payments, Based on this analysis, we
are providing that a discharge in FY 84
will be considered an outlier if the
number of days in the stay exceeds the
mean length of stay for discharges
within that DRG by the lesser of 20 days
or 1.94 standard deviations. The first
criterion will primarily identify cases in
the long-stay resource intensive DRGs
whereas the second criterion should
identify slightly less than 2 percent of
the cases within primarily short-stay
DRGs as outliers. In total, we estimate
5.1 percent of all cases will qualify as
day outliers,

For fiscal year 1984, we are also
providing that a discharge that does not
qualify as a day outlier will be
considered a high cost outlier if the cost
of covered services exceeds the greater
of 1.5 times the Federal rate fregional)
for the DRG or $12,000. Both criteria will
be adjusted for area wage differences.
The first criterion will operate only for
the relatively few DRGs with a Federal
rate of $6,000 or more. In most cases, the
$12,000 criterion will operate. In total,
we estimate .9 percent of all cases will
qualify as high cost outliers.

For an explanation of payment for
alternate placement days, see section
IILD.2 of the preamble. In summary,
alternate placement days are paid only
when a case is in outlier status and are
paid the same as outliers.

B, Additional Payments on
Reasonable Cost Basis.

1. Copital-Related Costs. In
accordance with the statute, payment
for capital-related costs (as described in
§ 405.414) will be determined on a
reasonable cost basis. The capital-
related costs must be determined
consistently with the treatment of such
costs for purposes of determining the
hospital-specific portion of the hospital's
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prospective payment rate under
§ 405.474(b).

2. Direct Medical Education. In
accordance with the statute, the direct
costs of medical education programs
will be paid on the basis of reasonable
cost subject to applicable regulations at
§ 405.421.

3. Direct Medical and Surgical
Services of Teaching Physicians. In
accordance with the statute, payment
for direct medical and surgical services
of physicians in teaching hospitals will
be made on a reasonable cost basis
under § 405.465 where the hospital
exercises the election as provided for in
§ 405.521(d).

C. Bad Debts. An additional payment
will be made to each hospital in
accordance with § 405.420 for bad debts
attributable to deductibles and
coinsurance amounts related to covered
services received by beneficiaries.

D. Indirect Medical Education.
Section 1886(d)(5)(8) of the Act provides
for additional payments to be made to
hospitals under the prospective payment
system for the indirect costs of medical
education. This payment is computed in
the same manner as the indirect
teaching adjustment under the notice of
hospital cost limits published September
30, 1982 (47 FR 43310), except that the
educational adjustment factor is to
equal twice the factor computed under
that method. See section IILD.S. of the
preamble for a detailed explanation of
additional payments for indirect medical
education, and § 405.477(d)(2) of the
regulations.

If a hospital has a graduate medical
education program approved under 42
CFR 405.421, an additional payment will
be made equal to 11.59 percent of the
aggregate payments made to the
hospital, based on the Federal portion of

prospective payments and outlier
payments related to those portions, for
each .1 increase (above zero) in the
hospital’s ratio of full-time equivalent
(FTE) interns and residents (in approved
programs) to its bed size. The number of
FTE interns and residents is the sum of:

1. Interns and residents employed for
35 hours or more per week, and

2. One-half of the total number of
interns and residents working less than
35 hours per week (regardless of the
number of hours worked).

For purposes of this payment, a
hospital will be allowed to count only
interns and residents in teaching
programs approved under 42 CFR
405.421 who are employed at the
hospital. Interns and residents in
unapproved programs, interns and
residents employed to replace
anesthetists, and those who are
employed by the hospital but furnish
services at another site orin a
psychiatric or rehabilitation distinct part
unit will not be counted in determining
this payment amount. An example of the
application of the indirect medical
education payment follows:

A 686-bed hospital in Queens County, New
York has a total revenue from the
Federal portion of the prospective
payments of $1.32 million. The hospital
employed 77 FTE interns and residents in
approved teaching programs on
September 30, 1883 (their cost reporting
period ending date).

77 divided by 686 = .11224 (ratio of interns
and residents to beds) divided by
A = 1.1224 (adjusted ratio)

Federal portion x teaching adjustment factor
x adjusted ratio = additional payment
amount.

$1,320,000 X 1158 X 11224 = $171.,714

V1. Tables
This section contains all tables

referred to throughout the preamble to
the interim final and this addendum.

TABLE 1.—ADJUSTED STANDARDIZED

AMOUNTS, LABOR/NONLABOR
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